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EDITOR'S NOTE 


Last year when the Internal Revenue Code was being revised, it 
seemed to us that it would be desirable for the National Tax Journal 
to publish a symposium on the new legislation and the tax policy of 
the Eisenhower Administration. Accordingly a group of experts 
inside and outside the Administration were invited to contribute 
papers to the Journal on these topics. They consented, and this issue 
contains their papers. 

The papers reveal sharply different opinions of the merits of the 
new legislation. ‘These differences were, of course, anticipated, and 
arrangements were made at the outset to discuss them at a meeting 
of contributors and others in Cambridge in November. ‘That meet- 
ing, which was sponsored and financed by the ‘Taxation Seminar of 
the Graduate School of Public Administration, Harvard University, 
produced an informal, off-the-record debate of the issues and in some 
cases led to changes which have been incorporated in the papers pre- 
sented here. Credit for organizing and planning the November meet- 
ing goes primarily to the faculty sponsors of the ‘Taxation Seminar, 
particularly Professors J. Keith Butters and Stanley S. Surrey. ‘The 
meeting made participation in the symposium more attractive and 
thus facilitated the task of obtaining the outstanding group of con- 
tributors whose papers follow. 

Publication of the symposium was originally planned for Decem- 
ber, but delays in receiving the final drafts of some papers necessitated 
its deferment to March. In view of the importance of the subject, it 
appeared desirable to publish the symposium as a unit, and hence the 
present issue of the Journal is larger than normal. For budgetary 
reasons it may be necessary to reduce somewhat the size of one or 
more issues later this year. 

The papers included in this symposium present thought-provoking 
findings and appraisals, and we deeply appreciate the time and effort 
which the contributors put into their preparation. 


LAWRENCE E.. THompson 
Acting Editor 
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TWO YEARS OF REPUBLICAN TAX POLICY: 
AN ECONOMIC APPRAISAL 


DAN T. SMITH 


REVIEW of the Administration’s 
tax policy since January 20, 1953 
can be made most simply in chronologi- 
cal sequence in the form of a summary 
of the principal recommendations for 
legislation and the reasons therefor. 
Tax policy, in 1953 and 1954, could 
not be developed from a position of 
stability or, one might say, on a clean 
slate, because of the existing budgetary 
deficits and the prospective tax reduc- 
tions scheduled to become effective un- 
der the existing law. 
Overriding most other facts were the 
deficit of $9.4 billion in fiscal 1953 and 


an even larger prospective deficit for 
fiscal 1954. The original estimate for 
1954, made early in January, 1953, was 


for a deficit of $9.9 billion. As the 
months passed, it became apparent that 
receipts for 1954 would not come up 
to the original expectations and that 
the deficit would exceed $11 billion if 
tax and expenditure policies were un- 
changed. The very high levels of the 
economic indicators emphasized the in- 
flationary dangers of such deficits. 
Under existing law the excess profits 
tax, estimated to yield $2 billion in a 
full year, was scheduled to expire on 
June 30. On January 1, 1954, in- 
dividual income tax rates were scheduled 
to be reduced by about 10 per cent in 
the lower brackets, with the reduction 
ranging downwards to a little over 1 
* The author is Special Assistant to the Secretary 


of the Treasury and Professor of Finance at the 
Harvard Graduate School of Business Administration. 


per cent in the top brackets, for a 
revenue loss of about $3 billion an- 
nually. On April 1, 1954, the cor- 
porate tax was scheduled to be reduced 
from 52 per cent to 47 per cent with a 
revenue loss of $2 billion, and certain 
excises, primarily those on_ liquor, 
tobacco, gasoline, and automobiles, were 
to be decreased with a revenue loss of 
about $1 billion. Together these re- 
ductions would involve a revenue loss of 
about $8 billion in a full year. 

Under these conditions the first step 
in the development of a sound fiscal 
program was to get control of the bud- 
get situation. Until expenditures could 
be reduced it was undesirable to have 
any tax reductions go into effect. The 
first tax recommendation of the Ad- 
ministration, accordingly, was for a 6- 
month extension of the excess profits 
tax in spite of the thoroughly objec- 
tionable nature of that tax. The de- 
cision to ask for the continuation of the 
excess profits tax was a choice of evils. 
Both at the time and in retrospect it 
appears to have been a lesser evil than 
untimely tax reduction. One may hope 
that the general and well-founded criti- 
cism of the tax which developed during 
the discussion about its extension will 
have a lasting effect. 

Along with the proposal for extension 
of the excess profits tax, the President 
recommended that the prospective ex- 
cise tax reduction be rescinded and that 
the corporation income tax rate be con- 
tinued at 52 per cent for one year, to 
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April 1, 1955. This would give prior- 
ity in tax relief to the reduction in thet 
individual income tax rates and the 
elimination of the excess profits tax. 
Lower rates on individual incomes were 
desired, both to provide immediate and 
direct relief to individuals and to 
minimize restraints on incentives. The 
elimination of the excess profits tax was 
required because of its many perverse 
economic consequences.’ 

Along with the recommendations on 
the taxes affecting net budget receipts, 
the President also recommended a one- 
year postponement in the increase in 
the old-age contribution under the 
social security system, scheduled to go 
up from 1% per cent to 2 per cent on 
both employers and employees on 
January 1, 1954. The rapid increase 
in the trust fund justified postpone- 
ment of the increase pending the review 
and probable changes in social security 
coverage and benefits. It was felt, 
furthermore, that the income tax de- 
crease in January, 1954 would probably 
occur at an auspicious time economically 
and should not be largely nullified, in- 
sofar as take-home pay was concerned, 
for incomes up to about $3,500. 

The Congress in 1953 extended the 
excess profits tax but took no action on 
the other recommendations. ‘This was 
not serious insofar as the excise and 
corporate income tax rates were con- 
cerned, since the necessary legislation 


1 The six months of extension of the excess profits 
tax, it should be noted, merely maintained the full 
rate of tax for the calendar year 1953; the scheduled 
expiration on June 30 actually would have meant for 
corporations on a calendar year basis a lower rate, by 
half, on the entire year’s income. The extension 
thus made a quantitative rather than a qualitative 
difference. An extension beyond January 1, 1954, 
was not contemplated in any case because this would 
have thrown the distorting effects of the tax into 
another year. 
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could be adopted in the next session 
beginning in January, 1954. 

In addition to necessary decisions on 
the status of the excess profits tax and 
the rates on excises and individual and 
corporate income, the Administration 
believed that basic reforms were needed 
in the tax system. The objectives of 
the tax reform program were expressed 
by President Eisenhower in his first 
State of the Union Message: 


. . the tax structure as a whole de- 
mands review. The Secretary of the 
Treasury is undertaking this study im- 
mediately. We must develop a system of 
taxation which will impose the least possi- 
ble obstacle to the dynamic growth of the 
country. This includes particularly real 
opportunity for the growth of small busi- 
nesses. Many readjustments in existing 
taxes will be necessary to serve these ob- 
jectives and also to remove existing in- 
equities. Clarification and simplification 
in the tax laws as well as the regulations 
will be undertaken. 


The economic objective of the tax 
reform was to reduce tax barriers to 
long-term growth. It was not designed 
as a recovery measure or to stimulate a 
short-run expansion. The preparation 
of the recommendations was started at a 
time when continued inflation appeared 
to be the major immediate threat. 
Though economic conditions stabilized 
and in some respects turned slightly 
downwards prior to the Budget Message 
in January, 1954, it was not felt that 
the new short-run situation required 
or justified any special tax legislation. 
To be sure, the timing of the introduc- 
tion and adoption of the tax bill was, 
in fact, very good because the en- 
couragement given to new capital in- 
vestment and business expenditures of 
various sorts came at a time when it 
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could serve to reinforce the many in- 
herent strong factors in the economy. 


The tax reform bill was prepared with 
the objective of securing maximum re- 
form with a minimum loss of revenue. 
It was distinctly not a tax reduction 
bill; ic was a reform measure prepared 
in a very tight budget situation. 
Though many of the loophole-closing 
provisions will bring in additional 
revenue—some of them over the years 
will bring in substantial amounts of ad- 
ditional revenue—it was recognized that 
revenue losses inevitably would exceed 
gains in a major reform measure. 


It thus follows that much of the dis- 
cussion at the time about the appropri- 
ateness of the form of the tax reductions 
arising from the Internal Revenue Code 
of 1954 was really irrelevant. Attempts 
to determine the relative need for stimu- 
lation of consumption or of investment, 
based on month-to-month economic in- 
dicators, had no real relevance in the 
appraisal of a long-term tax reform 
bill. 

It was stated on various occasions that 
the relief of tax burdens should take 
account of both consumption and in- 
vestment. The point was made con- 
cisely by Secretary of the Treasury 
Humphrey in his statement before the 
Senate Finance Committee on April 7, 
when he noted that: 


To have real prosperity in America, we 
cannot stimulate consumer buying alone. 
Large tax cuts to millions of individuals 
just to buy consumer goods is not enough. 
Millions of people in this country earn 
their living making heavy things—big 
lathes, generators, heavy steel, and ma- 
chinery that consumers do not buy. 
Such things are purchased by investors. 
Our tax program not only returns billions 
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of dollars to consumers but also seeks to 
stimulate the investment of saving to buy 
the products of heavy industry—in the 
production of which so many millions of 
Americans get their livelihood.” 


The various tax reductions in 1954, 
amounting to $7.4 billion, do in fact 
represent a balance of relief in both 
directions. Perhaps the notable thing 
about the reform bill is that specific 
recognition was given to some reduction 
of tax barriers to investment and 
business expansion. For those who con- 
sider consumer purchasing power as the 
sole determinant of economic conditions, 
the introduction of a balance between 
the objectives of consumption and in- 
vestment may in some cases, and in 
some cases apparently did, come as 
something of a shock. 

At a later point in his presentation 
before the Senate Finance Committee, 
Secretary Humphrey commented on a 
suggestion that markets and consumer 
demand were the controlling factors in 
business expansion, as follows: 


. » + The thing that has made America 
is the fact that you have people in Amer- 
ica who, under proper circumstances and 
with proper feeling of confidence in the 
security of their Government and in the 
soundness of the economy, go ahead and 
complete new things, build plants to build 
new things, and make new things that 
people want and then go and sell them to 
them. They don’t wait for people to 
come to their door and ask them to make 


2 U. S. Senate, Hearings before the Committee on 
Finance, The Internal Revenue Code of 1954, 83rd 
Cong. 2d Sess., p. 96. 

This same point was reaffirmed as a matter of 
continuing policy by Dr. Arthur F. Burns, Chairman 
of the Council of Economic Advisers, in a speech 
before the Economic Club of Detroit on October 18, 
1954, “... the government must use tax reduction 
with an eye to stimulating both consumption and 
investment, rather than the one or the other.” 
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something for them. Think of the new 
products.... 

People made them and then went out 
and sold them. That is what makes 
America. It is the stimulation of sound 
economy, and a proper base on which to 
operate, and confidence in the country 
that makes people create all sorts of 
new things and create markets and create 
demand and get people to buy the 
things... .# 


This spontaneous remark succinctly 
summarizes, I believe, the philosophy of 
the economic objectives of the tax re- 
form bill. 

Because of comments which have been 
made on the distribution of relief 
between individuals and corporations 
under the combined $7.4 billion tax re- 
duction program, the following facts 
are significant. When this Administra- 
tion came into office, automatic reduc- 
tions totaling $8 billion were scheduled 
to go into effect during the fiscal year 
1954. Less than half of this amount 
($3.8 billion) was for the benefit of 
individuals. Of the $7.4 billion re- 
duction actually made, almost two- 
thirds ($4.6 billion) were for the 
benefit of individuals. Corporations 
which would have received 52 per cent 
of the automatic reductions have re- 
ceived only 38 per cent of the actual 
reductions. 

It is not necessary here even to list 
the major provisions of the reform bill. 
These have become familiar not only to 
tax specialists but to a considerable part 
of the general public as a result of the 
many excellent newspaper and periodi- 
cal articles devoted to the tax revision 
bill. It is preferable to take this op- 
portunity to indicate some of the reasons 
which underlay the recommendations on 


8 [bid., p. 122. 
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a relatively small number of points. 

There were several changes made to 
increase the fairness—that is, to remove 
inequities—in the tax treatment of de- 
pendents. Perhaps the one which was 
most widely desired, on the basis of 
correspondence and testimony in Con- 
gressional hearings, was modification of 
the rule by which a child ceased to be a 
dependent if he earned more than $600 
a year. This provision of the old law 
seemed peculiarly perverse in its effects. 
It had the incidental result of making 
young people when they first became 
conscious of income taxation con- 
temptuous of a law which could pro- 
duce the strange result of having an 
extra dollar of earnings by a child in- 
crease the family taxes by a minimum 
of $120. The change in the law by 
which children could be claimed as de- 
pendents even though they earned over 
$600 a year, so long as they in fact met 
the ordinary support test, made a break 
with the previously existing situation 
in which there was one exemption, and 
no more and no less than one exemption, 
for every individual. But the relief ac- 
corded to individuals with the introduc- 
tion of common sense into the tax law 
seems a small price to pay for a break 
with an abstract ideal of uniformity in 
exemptions. 


Also, the provision of the previous 
law which required parents and other 
dependents to live in the home of a tax- 
payer to enable him to qualify as head 
of a household also failed to recognize 
the realities of normal family relation- 


ships. In many cases it is natural and 
desirable that parents continue to live 
in their own homes or in small rented 
quarters in their home communities. A 
tax law which in effect imposed penalties 
on such family arrangements did not 
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seem justified, regardless of its adminis- 
trative simplicity or conceptual ad- 
vantages. 

Another problem concerning depend- 
ents arose in connection with the tax 
treatment of a surviving spouse. It ap- 
peared to be unfair to impose upon a 
surviving spouse with a family a higher 
rate of tax than that previously existing 
under the split-income provisions. The 
concept of head-of-household adopted a 
few years ago made a start in meeting 
this problem, but it still meant that 
considerably higher tax rates would be 
imposed immediately upon the surviving 
spouse. It was recommended that sub- 


stantial changes be made in this respect. 
The final outcome, under which the full 
split income was allowed to a surviving 
spouse for two years, provides some ap- 
preciable alleviation in the immediate 
period of adjustment. 

The proper tax treatment of retire- 


ment income was difficult. On the 
basis of a ruling of more than 15 years’ 
standing, social security benefit pay- 
ments were held to be nontaxable. This 
fact led to quite understandable feelings 
of discrimination by those who received 
their retirement income from sources 
other than social security benefits. The 
group affected included teachers, police- 
men, firemen, and others covered by 
municipal retirement plans, as well as 
those persons who make individual pro- 
vision for their retirement income. This 
problem, I understand, was considered 
at the time the double exemption was 
given to persons over 65, with the 
thought that the additional exemption 
might be reduced by the amount of 
social security benefits. Action of this 
sort would, of course, have served to 
some extent to equalize the discrimina- 
tion against those not receiving social 
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security benefits. No action of this 
sort was taken, however, and the prob- 
lem had become increasingly acute. 

The allowance for a retirement in- 
come credit in the Internal Revenue 
Code of 1954 does make provision for 
offsets of social security benefits. Over 
the years, after extended social security 
coverage becomes effective, the problem 
of discrimination which existed under 
the prior law will diminish and, simul- 
taneously, the tax significance of the 
retirement income allowance under the 
new law will also diminish. 

Perhaps attention should be called at 
this point to the rather obvious proposi- 
tion that the refinements of equity may 
be inconsistent with simplicity in tax 
legislation and tax rates. The retire- 
ment income credit complicates rather 
than simplifies the law and the tax 
forms. This often appears, however, to 
be the inevitable result of special relief 
provisions, 

In other respects, relief and simplifi- 
cation went together. This was con- 
spicuously true in connection with the 
new filing requirements for estimated 
tax and the penalties for underestima- 
tion. Also, the new treatment for 
calculation of gain or loss on the sale of 
stock rights, by abolishing the require- 
ment for allocation of basis, made it 
possible for the first time for millions of 
small stockholders to file accurate tax 
returns without going through a ridicu- 
lous and, I suspect, impossibly compli- 
cated calculation to attain a quite un- 
necessary theoretical perfection in the 
determination of income. 

Over the years there has been con- 
siderable uncertainty as to the tax status 
of many forms of fringe benefits, in- 
cluding employer contributions to ac- 
cident and health plans. Those who 
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make a fetish of an all-inclusive income 
tax base have proposed methods, some- 
times rather involved methods, to have 
values imputed to fringe benefits and 
these values, in turn, imputed to in- 
dividual employees. Here again, it ap- 
peared that the common-sense approach 
was more useful than an attempt to 
develop a theoretically perfect law 
which did not correspond to popular 
ideas of what is and what is not income. 
A concept of income which would re- 
quire an employee to include in his tax 
base an imputed value of a sick-benefit 
or a death-benefit coverage which he 
did not desire would be repugnant not 
only to those immediately affected but 
to the general public conscience. 

The Internal Revenue Code of 1954 
removes the uncertainty by explicitly 
making employer contributions to ac- 
cident and health plans nontaxable to 
the employee. Likewise, benefits are 
fully exempt if paid as compensation 
for permanent injury or as reimburse- 
ment for actual medical expense, and 
are nontaxable up to $100 a week if 
paid as compensation for loss of wages 
after a specified waiting period. The 
limitation of tax exemption on the latter 
type of benefits to $100 a week removed 
a loophole which was in the process of 
becoming spectacularly large under in- 
sured plans. 

Though the loophole-closing features 
of the law were sufficiently numerous 
to make the tax reform bill a major one 
on their own account, they have been 
lost sight of in the attention given to 
the relief aspects of the law. I doubt 
if any single previous revenue measure 
has ever closed so many loopholes. 
Among the more important ones, in ad- 
dition to the one in connection with 
insured sick benefit payments, were 
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those arising through preferred stock 
bail-outs, collapsible partnerships, life 
insurance proceeds received in install- 
ments, several aspects of bond premiums 
and discounts and the amortization 
thereof, alternating accumulations and 
distributions from trusts, and purchases 
and sales of net loss carryovers. 

In turning to reforms designed to 
reduce tax barriers to economic growth, 
one preliminary comment may be ap- 
propriate. The question is sometimes 
asked as to why any relief of this sort 
is needed when the economic system has 
grown as spectacularly as it has over the 
last 15 years. A very little reflection 
brings out the obvious point that the 
growth of the last 15 years has been in 
an environment characterized by war, 
threats of war, emergency defense pro- 
grams, and inflation. All of these arti- 
ficial stimulae have served to foster and, 
in many instances, to finance economic 
expansion. As one looks forward to 
normal growth, the importance of re- 
storing normal incentives and removing 
punitive tax provisions becomes clear. 

The new provisions concerning de- 
preciation have perhaps the most far- 
reaching implications of any of the re- 
forms designed to reduce tax barriers to 
economic growth. Compared to the 
action taken in many other countries, 
the new methods allowed are indeed 
modest. The reality of faster depreci- 
ation in the early years of the life of 
property is apparent from common ob- 
servation. Also, maintenance charges 
are typically higher in the later years 
of use and a more rapid depreciation in 
earlier years may give no more than a 
steady annual combined expense of de- 
preciation and maintenance. 

Furthermore, the business risks and 
the prospects for income can be more 
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clearly foreseen in the immediate than 
in the remote future. Accordingly, the 
opportunity to recover a capital expend- 
iture relatively rapidly is likely to en- 
courage commitments of funds which 
otherwise would not be undertaken. 
The final advantage of more rapid de- 
preciation lies in the fact that it may 
make possible relatively short-term 
financing which is more likely to be 
available than the long-term financing 
which otherwise would be necessary. 
This is especially important for farmers 
and small businesses. 

Consistent with the general objective 
of not imposing a single method of ac- 
counting on business, the new pro- 
visions specify the diminishing-balance 
method of depreciation accounting but 
give options for other methods which 
produce substantially similar results. 

In appraising the significance of more 
liberal treatment of depreciation, I sug- 
gest that more attention should be given 
to the attitudes and practices of 
businessmen in regard to the acquisition 
and retirement of capital assets than to 
theoretical elaborations on present 
values of tax savings or othe: mathe- 
matical comparisons. The fact that 
there is a vast difference between eco- 
nomic theory and business practice on 
such matters is apparent from the em- 
phasis on pay-out periods in decisions 
on purchases of equipment. This ap- 
proach has been largely ignored in eco- 
nomic theory. Likewise, theory has not 
appeared to take account of such 
practices as budgeting almost auto- 
matically the full amount of current 
depreciation for replacement of equip- 
ment but requiring more elaborate pro- 
cedures for the allocation of additional 
amounts from other sources for replace- 
ments and expansion. There seems also 
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to be a considerable reliance in practice 
on the fact that a piece of property is 
fully depreciated as presumptive evi- 
dence that is should be replaced, and 
conversely that it should not be replaced 
prior to that time. The significance of 
the alternative methods of depreciation 
can probably best be appraised in terms 
of such business customs and beliefs. 

Virtually all suggested programs of 
tax reform since the war have recom- 
mended that some action be taken in 
connection with the double taxation of 
dividend income. Some relief appeared 
to be desirable from the dual standpoint 
of fairness and economic consequences. 
The discrimination in favor of debt 
financing and against equity capital is 
especially perverse in its effects in view 
of the importance of risk capital. 

One method of relief from double 
taxation of dividend income would have 
been to give a corporation a deduction 
for dividends paid. This would have 
had the advantage of putting debt and 
stock financing on a uniform basis from 
the standpoint of corporations. It 
would, however, have had the very great 
disadvantage of making the corporate 
tax completely or partially an undistrib- 
uted profits tax. In view of the im- 
portance of retained earnings as a source 
of equity capital for economic growth, 
especially for small companies, it did not 
seem desirable to impose any penalty 
upon retained earnings. 

Alternatively, relief could be given 
at the individual level, providing for 
some sort of credit or deduction. In 
the literature on tax theory, a good deal 
of attention has been devoted to the 
so-called withholding concept. Under 
this, a stockholder would have imputed 
to him not only the dividend which he 
received but also the corporate tax paid 
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on the corporate income from which the 
dividend was derived. For example, at 
a 50 per cent corporate tax rate, a $100 
dividend would represent $200 of in- 
dividual income. The stockholder would 
then compute his personal tax on this 
augmented tax base, take a credit for 
the corporate tax previously paid, and 
then pay the balance due or receive a re- 
fund for the “ overwithholding.” This, 
of course, is the system used in England, 
where it has been in effect for over a 
century. If adopted when an income 
tax system was first put into effect— 
and when rates were low—this concept 
would be acceptable. However, the in- 
troduction of a concept of this sort into 
an established tax system when rates are 
high would, to say the least, be startling 
not only to those affected by it but to 
the general public. 

It would be hard to explain, or 
justify, a form of “ relief ” from double 
taxation which involved not only re- 
duction in taxes but actual cash pay- 
ments from the Treasury to millions of 
stockholders, as would be required under 
this concept if applied in this country 
where the first bracket individual tax 
rate is much lower than the corporate 
tax rate. Furthermore, it would be 
rather difficult to apply when only par- 
tial relief is contemplated. 

Moreover, a major objection to the 
withholding concept is that it really 
goes too far and in effect ignores corpo- 
rations as separate taxable entities. To 
the extent that corporations distributed 
their income to tax-exempt institutions 
or individuals, there would be no tax at 
any point on the income, regardless of 
the profitability of the corporation. 

In this country corporations have 
regularly been regarded as separate tax- 
able entities. This is historically ap- 
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parent from the fact that corporations 
alone were subject to income taxation 
for four years beginning in 1909, be- 
fore the Sixteenth Amendment was 
adopted. A change to a method where 
corporations are no longer regarded as 
separate taxable entities would thus be 
completely foreign to our own tradi- 
tions. 

Thus, the problem was one of finding 
a method of partial relief without doing 
violence either to common-sense ideas 
of income or to the concept of corpo- 
rations as separate taxable entities, Our 
own earlier experience provided a logical 
and sensible solution. From 1913 to 
1936 dividends were exempt from the 
individual normal tax on the grounds 
that they had already been subject to 
tax in the hands of the corporation. A 
percentage credit against the tax, with 
a limitation that the percentage shall be 
applied to the taxable income where that 
is less than the amount of dividend in- 
come, is simply a short-cut method of 
securing relief from a stated percentage 
of the individual income tax. If one 
regards the beginning tax rate of 20 per 
cent as being in effect the equivalent of 
the normal tax, the 4 per cent credit 
provided in the Code constitutes a re- 
storation to the extent of one-fifth of 
the relief which was accorded under our 
early income tax laws. 

It is a matter of some surprise that 
criticism has been directed against the 
use of a tax credit instead of a tax de- 
duction, with at least the implication 
that the tax credit in some way gives 
an unfair degree of relief to some, pre- 
sumably the higher-bracket, individuals, 
Asa matter of fact, a credit was adopted 
instead of a deduction for the very 
reason that it would give the same dollar 
amount of relief on a given amount of 
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dividends regardless of the individual’s 
tax rate. By contrast, a deduction of 
some stated percentage of dividends 


fot. VIII 


higher dollar amount of relief to those 
in the higher brackets.‘ 
The adoption of relief in the form 


of a credit thus accorded with our own 
historical approach to the subject: it 


would give the same percentage relief 
in tax to all taxpayers but a much 


TABLE I 


Comparison or Errects or 10 Per Cent * Crepir (Depuction) AGcAinst Tax AND 
Acarnst INCOME ON $1,000 or Divipenp INcoMeE at VaryinG Tax Rares 


Situation with No Credit Effects of 10 Per Cent Credit Against Tax 
(prior law) : 


Net Amt. of Net 
Dividend Credit 


Percentage 
Reduction 


Tao pan 
Pax in Tax 


Marginal 
Tax Rate 


Marginal 


Pax Tax Rate 


Net 
Dividend 


20% $200 $800 20% $100 $100 50% $900 
50 500 500 50 100 400 20 600 
90 900 100 90 100 800 11 200 


Effects of 10 Per Cent Credit (Deduction) Against Dividend Income 
Dividend Percentage 
Subject Tax Reduction 
to Tax in Tax 


Amt. of 
Credit 


Marginal 
Tax Rate 


Net Dividend 
after Tax 


20% $100 $900 $180 10% $820 
50 100 900 450 10 550 
90 100 900 810 10 190 


Keffects of 20 Per Cent Credit (Deduction) Against Dividend Income 
20% $200 $800 $160 20% $840 


50 200 800 400 20 600 
90 200 800 720 20 280 


* The 10 per cent ‘Gonn is used because of pueren dnplieity | in the ieetels. It was also the 
ultimate percentage figure contained in the bill as reported by the Senate Finance Committee. 
The effect of the $50 dividend exclusion is ignored in these calculations. The revenue loss in- 
volved in a 10 per cent credit against tax is, of course, greater than that from a 10 per cent 
credit against income; at existing tax rates and distribution of dividend income it is approxi- 
mately twice as large. The section of the table showing the effects of a 20 per cent credit 
against income is roughly comparable to the section showing the effects of a 10 per cent credit 
against tax, if a given revenue loss is assumed. 

4This point was raised twice by Senator Paul 
Douglas during the Senate debate on the tax reform 
bill. On March 30, 1954, he stated: 

If dividends are to be deducted from any- 
thing, it might be argued that they should be 
deducted from taxable income. But this bill 
introduces into the theory of 
taxation, in that it permits 10 percent of the 
dividends received to be deducted from taxes, 
not from taxable (Congressional 
Record, p. 3850.) 

Almost three months later, on June 29, 1954, in 
the final debate on the bill, he returned to the 
same aspect of the bill with the remark that: 

When I began my normal study of the pro- 
posals and discovered that... . 


was to be deducted, not from taxable income, 
but from the tax itself, I rubbed my eyes in 
disbelief. My friends said it was impossible. 
Yes, it would seem impossible but, unfortunately, 
(Congressional Record, p. 8783.) 

Unless Senator Douglas was in fact arguing for a 
higher degree of relief for higher-bracket taxpayers, 
which seems unlikely, it appears that the actual im- 
plications of the difference between a deduction from 
tax and a deduction from income are less obvious 
than was supposed by most of those concerned with 
the tax legislation. Table I may be used to show the 
real nature of the difference between the two, and 
the reasons for the Administration’s recommendation 
and presumably the Congressional acceptance of the 
deduction (credit) from tax. 


it was true. 


a monstrosity 


. ” 
income. 


the percentage 
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maintained the concept of the corpo- 
ration as a separate taxable entity, and 
it gave greater proportionate tax relief 
to lower-bracket taxpayers. 

Among the other changes in the law 
to reduce tax barriers to economic 
growth were the extension of the loss 
carryback to two years, the modifica- 
tions in the application of the penalty 
tax on unreasonable accumulation of 
surplus (especially the statutory elimi- 
nation of the immediacy doctrine which 
had been developed administratively to 
the detriment of small businesses), and 
the option to take current deductions 
for research and development expenses. 

Various changes also were made in 
the law under the general objective of 
minimizing differences between taxable 
income and income as ordinarily re- 
ported for business purposes. This same 
point might be made differently by say- 
ing that changes were made to reduce 
quibbling over questions as to the par- 
ticular year in which a deduction or in- 
come item belonged. The allowance for 
current deductions for research and 
development expense just referred to is 
one example of a change of the sort 
which will have far-reaching economic 
implications, by removing a tax deter- 
rent to such activities. 

Other changes, such as that permit- 
ting the tax deferral of prepaid income 
and the development of reserves for 
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certain future expense which can be 
fairly accurately forecast, will be of 
more significance in removing harass- 
ment from taxpayers than in stimulat- 
ing expansion. This, however, is also a 
worthy objective. 

In conclusion, the tax reform bill is a 
major step in the improvement of the 
tax system. It has gone a long way in 
removing inequities and in reducing tax 
barriers to economic growth. But, in 
the words of “Under Secretary of the 
Treasury Folsom: 


We are awave that our job of tax re- 
vision is not xomplete. Certain major 
areas were deliberately not covered in this 
revision but were reserved for future con- 
sideration. In any case, in a growing and 
changing economy, tax revision is neces- 
sarily a continuing task. 

We also look forward to further tax 
reduction since we appreciate fully the 
severity of our present tax burden and 
believe that its reduction is essential to 
the continued prosperity of the country. 
However, we also believe that additional 
tax cuts must wait upon further reduc- 
tions in Federal expenditures. Otherwise, 
the Government’s deficits would start 
mounting and we would once again move 
up the all-too-familiar inflationary spiral 
that in the past 15 years cut the value 
of the United States dollar in half.° 


5 Remarks before the Conference on Canadian- 
American Economic Relations, University of Rochester, 


Rochester, New York, September 2, 1954. 





APPRAISAL OF THE ADMINISTRATION'S 
TAX POLICY 


WALTER W. HELLER * 


Wwiat are the major characteristics 
and expressions of the Eisenhower 
Administration’s tax philosophy? Since 
our subject is Administration tax pol- 
icy, we should seek the answer in the 
words and deeds of the President and 
his “‘ Treasury team ” rather than limit- 
ing ourselves to the policies which 
found expression in the Internal Rev- 
enue Code of 1954. Having done this, 
we can proceed to evaluate that policy 
in terms of several key issues—issues 
which relate primarily to the distribu- 
tion of tax burdens rather than the 
over-all level of taxes (the latter sub- 
ject falling largely in Professor Smithies’ 
domain). 

First, how effective are the advocated 
tax measures likely to be in achieving 
their avowed objective of stimulating 
investment via their favorable impact 
on incentives and sources of funds for 
investment? Second, if successful, will 
these measures give us the amount and 
kind of investment required for an ef- 
ficient and growing economy? Third, 
how acceptable are the distributional 
objectives and concepts of equity em- 
bodied in the Administration’s tax pro- 
gram? Finally, has the statistical pres- 
entation of this program been such as 
to provide an accurate and balanced 
basis for decision-making by Congress 
and the public? 


Since this paper will accentuate the 
negative in answering these questions, 
it is doubly important to recognize that 


"The author is Professor of Economics at the 
University of Minnesota. 


we are dealing with thorny issues on 
which reasonable men may—and often 
do—differ. Differences in values, dif- 
ferences in interpretation of available 
empirical evidence or in “ considered 
judgment ” where evidence is lacking, 
differences in analysis of how the econ- 
omy works, differences in assumptions 
and forecasts concerning the future 
course of the economy—clearly, the 
bases for honest disagreement as to the 
“ best” tax policy are legion. Small 
wonder, then, that this area of policy 
is richly spiced with controversy rather 
than dully cloyed with agreement (to 
borrow a Samuelsonian formulation). 


MAIN ELEMENTS OF ADMINISTRATION 
TAX POLICY 


To track down and identify the main 
elements of an administration’s tax phi- 
losophy and program is no easy task. 
It involves search, selection, interpreta- 
tion, and speculation. At best, this is a 
hazardous process. It becomes doubly 
so when the results are presented in the 
presence of a key Treasury _policy- 
maker whose “internal” and official 
view of the matter, especially by hind- 
sight, is bound to differ in emphasis and 
interpretation from the writer’s “ ex- 
ternal ” and unofficial view. 

As primary sources of information, 
we have the President’s tax proposals as 
listed in his budget message of January, 
1954, together with Secretary Hum- 
phrey’s testimony before the Senate Fi- 
nance Committee on The Internal Rev- 
enue Code of 1954. As to proposals 
taking shape or favored for action in 
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the coming year or two, we have the 
all-knowing reports of the Wall Street 
Journal. And for the economic and 
social philosophy underlying the pro- 
gram, we have a series of speeches by 
Treasury officials, including the very il- 
luminating paper recently delivered by 
Professor Dan Smith to the 1954 Con- 
ference of the National Tax Associa- 
tion. What picture of Republican tax 
philosophy emerges from these sources? 

Perhaps the best clue is provided by 
listing the President’s tax proposals in 
the rough order of their revenue sig- 
nificance. Estimates of average annual 
revenue losses in the years 1956-1960 
are given in parentheses.’ These rev- 
enue losses would have totaled between 
$3.7 and $4.3 billion a year had the en- 
tire program recommended by the 
President and the Treasury been en- 
acted. Clearly, the “ tax revision pro- 


gram ” was also a sizable tax reduction 
program. 


A. Proposed reliefs for businesses and in- 
vestors ($3,200-$3,800 million) 
1. Accelerated depreciation 
($1,500-$2,000 million) 
A 15 per cent tax credit and 
$100 exclusion for dividends re- 
ceived, with lower transitional 
provisions the first two years 
($1,100 million) 


1 For the most part, the figures given are based on 
either Treasury or Congressional tax staff estimates. 
Among the sources consulted in compiling these esti- 
mates were the following: Report of the House Ways 
and Means Committee on H. R. 8300, A Bill to revise 
the Internal Revenue Laws of the United States (in- 
cluding section entitled “ Minority Views”), 83rd 
Cong., 2d Sess., March 9, 1954; Treasury statement 
and exhibits in Senate Finance Committee, Hearings on 
H. R. 8300, Internal Revenue Code of 1954, Part 1, 
83rd Cong., 2d Sess.; Congressional Record, July 
28, 1954, pp. 11759-60; U. S. Treasury Department 
mimeograph: Summary of the Act to Revise the 
Internal Revenue Laws of the United States, 1954, 
October 1, 1954. 


Removal of 2 per cent penalty 
tax on consolidated returns and 
tax of roughly 8 per cent on 
intercorporate dividends ($200- 
$300 million) ; 
Preferential treatment of busi- 
ness income from foreign sources 
($150 million) 

Extension of business loss carry- 
back ($120 million) 

Option of corporations to be 
taxed as partnerships and vice 
versa ($70 million) 

Various accounting provisions, 
particularly more liberal treat- 
ment of prepaid expenses and 
income ($50 million) 
Liberalized treatment of pension 
and profit-sharing plans, stock 
option plans, research and devel- 
ment expenses, soil conservation 
expenses, corporate reorganiza- 
tions, penalty surtax on corpo- 
rate excess accumulations, and 
so on ($25-$50 million) 


B. Proposed reliefs for individuals, other 
than in their business or investing 
capacities ($500 million) 

1. Retirement income credit ($150 
million ) 
Increased deductions for medi- 
cal expenses, contributions, in- 
stallment contract interest, and 
child care expenses ($245 mil- 
lion) 
Liberalization of personal ex- 
emption and head-of-household 
provisions ($95 million) 
Miscellaneous minor reliefs, e.g., 
exemption of sickness benefits 
(up to $100 weekly), and 
change in annuity taxation ($20 
million) ? 

2 Congress accepted most of the foregoing program 
(which, indeed, it had a considerable hand in for- 
mulating), with the following major exceptions: the 
dividend credit tax credit was cut back to 4 per cent, 
and the exclusion to $50; the tax on the intercorpo- 
rate dividends was not changed, and the 2 per cent 


surtax on consolidated returns was removed only for 
(continued on next page) 
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According to news reports, further tax- 
reducing adjustments are also under 
consideration. The most important of 
these are: (a) some lowering of the ex- 
isting 25 per cent capital gains rate, 
perhaps to 20 per cent; (b) special de- 
ductions for payments into retirement 
funds by self-employed persons (in- 
volving revenue losses of approximately 
$400 million a year on the typical pro- 
posal in this area) .* 

Apart from the foregoing tax reduc- 
tion measures, the Administration’s 
proposals contained a sprinkling of rev- 
enue-increasing proposals. Revenue- 
wise, the most important change is the 
speed-up of tax payments by large cor- 
porations, under which they will even- 
tually pay one-fourth of their esti- 
mated tax in each of the last two 
quarters of their fiscal years. A con- 
siderable number of minor loopholes 
were closed, but no revenue estimate 
was included for these. Finally, Treas- 
ury officials have suggested that they 
may seek action on percentage deple- 
tion, taxation of co-operatives, and the 
tax status of selected tax-exempt or- 
ganizations. It is assumed that such 
action would be designed to tighten 
rather than loosen the law. 


regulated public utility companies; most of the re- 
quested preferential treatment of business income from 
foreign sources was not provided; partnerships were 
given the option of being taxed like corporations, but 
the reverse provision was not adopted. Congress in- 
serted some liberalizing provisions of its own, notably, 
a broadening and deepening of the percentage deple- 
tion provisions at a cost of $34 million a year (not 
including the “classified” losses on uranium, thorium, 
and vanadium) and the easing of the premium pay- 
ment test on life insurance, at an annual cost of 
$25 million. 


3 Wall Street Journal, September 2, 1954. 


4 This does not increase tax liabilities, but may add 
as much as $150 million a year to revenues in the 
next five years because advance payments made by 
some corporations (whose fiscal years do not coincide 
with the calendar year) will be pulled forward across 
the federal July 1 fiscal-year dividing line. 
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Another fascinating, though more 
elusive, chapter in the Republican Ad- 
ministration’s tax policy might be la- 
belled, “ Redressing the Balance of the 
Tax System.” It is the chapter dealing 
with the realignment and broadening 
of the excise tax system with a view to: 
(1) bringing order into the “ hodge- 
podge of the present excise tax struc- 
ture” and (2) increasing the reliance 
on consumption taxes relative to in- 
dividual and corporate income taxes. 
The signs of desire have been unmistak- 
able, but the Administration has thus 
far found itself unable to come within 
striking distance of fulfillment. 

An early expression of this desire was 
in a speech by Under Secretary of the 
Treasury Marion B. Folsom before the 
National Industrial Conference Board, 
April 16, 1953, when he said, “ The 
most basic issue in any tax structure is 
the balance between the different major 
sources of revenue.” Referring to in- 
dividual income taxation, he continued, 
“, .. a dominant reliance on any single 
form of taxation is likely to lead to its 
breakdown.” He went on, “‘ Corporate 
income taxation is the second major 
source of taxation in this country. 
This tax also may be pushed to a break- 
ing point.” 

Turning to excise taxes, he stated: 
“In view of total revenue needs, it ap- 
pears that continuing reliance will have 
to be placed on excise taxation. Excise 
taxes in the United States bring in a 
relatively small proportion of total tax 
revenues in comparison with other 
countries.” 

Mr. Folsom then stated his general 
position as follows: 


In developing a proper balance among the 
three principal sources of revenue, indi- 
vidual income, corporate income, and ex- 
cise taxation, we must be careful not to 
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adopt doctrinaire attitudes concerning the 
supposed advantages of any one form. 
No tax is without inequities or repressive 
effects. When rates are low, the inequi- 
ties and adverse economic consequences 
may not be too serious; but as rates be- 
come higher, the bad features of any one 
form of taxation become intolerable. A 
diversification of sources of revenue is 
likely to give a better approximation to 
an acceptable system than can exist when 
any one source is pushed to excessive 
levels. 


With respect to excise tax realign- 
ment, Secretary Humphrey, appearing 
before the House Ways and Means 
Committee on June 1, 1953, made the 
following statement: 


The wide variety of existing excise rates 
makes little economic sense and leads to 
improper discrimination between indus- 
tries and among consumers. Specific pro- 
posals for a modified system of excise 
taxation will be included in the recom- 
mendations for tax revisions that will be 
submitted to the Congress next January. 
The reductions in excise taxes, which 
should take place next April 1 under pres- 
ent law, should be rescinded pending the 
development of a better system of excise 
taxation. 


Then in a Treasury press release of 
August 27, 1953, Secretary Humphrey 
said, “‘ It is true that we are considering 
a sales tax...” and added, “ but it is 
also and equally true that we are con- 
sidering a number of other taxes of 
equal importance. ...” However, these 
foreshadowings of a broader excise tax 
base or some form of sales tax ran into 
a strong current of public opposition. 
They disappeared from the Administra- 
tion’s 1954 tax program. Only the 
following recommendation on excise 
taxes remained in the President’s budget 
message in January, 1954: 
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Because of the present need for revenue, 
I recommend that the excise taxes sched- 
uled to be reduced on April 1, including 
those on liquor, tobacco, automobiles and 
gasoline, be continued at present rates; 
and that any adjustments in other excise 
taxes be such as to maintain the total 
yield which we are now receiving from 
this source.® 


Some aspects of the Administration’s 
tax philosophy are clearly implicit in its 
specific recommendations. Others are 
apparent in its record on consumption 
taxes. Still others will be illustrated in 
the succeeding sections of the paper. 
Here, it may be useful to add a more 
general statement of the Administra- 
tion’s approach to the question of tax 
structure. An excerpt from President 
Eisenhower’s January, 1954 budget 
message serves this purpose: 


Revision of the tax system is needed to 
make tax burdens fairer for millions of 
individual taxpayers. It is needed to 
restore normal incentives for sustained 
production and economic growth. The 
country’s economy has continued to grow 
during recent years with artificial support 
from recurring inflation. This is not a 
solid foundation for prosperity. 


We must restore conditions which will 
permit traditional American initiative and 
production genius to push on to ever- 
higher standards of living and employ- 
ment. Among these conditions, a fair tax 
system with minimum restraints on small 
and growing businesses is especially im- 
portant.® 


5 Although Congress responded with a bill post- 
poning for a year the rate reductions on liquor, 
tobacco, automobiles, and gasoline, it coupled this 
postponement with cuts of $1 billion in other ex- 
cise taxes, without compensating adjustments to 
maintain total excise tax yields. The Administra- 
tion’s attitude was widely assessed as “ reluctant 
acceptance” of the cuts. The President signed the 


bill. 


6 To provide bench marks for gauging the differ- 
ence between tax policies of the present and the 
(continued on next page) 
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THE EMPHASIS ON INCENTIVES AND 
INVESTMENT 


The economic core of the Adminis- 
tration’s tax policy is to be found in its 
emphasis on direct stimulation of in- 
vestment. In this policy, broad-based 
tax reductions designed to expand con- 
sumer markets and sales volume are as- 
signed only a modest supporting role.” 
Even generalized cuts in business taxes 
to increase profit margins on all seg- 
ments of a firm’s activity play only a 
secondary role (though the Adminis- 
tration’s unqualified condemnation of 
the excess profits tax made it clear that 
this $2-billion-a-year tax would surely 
have been killed, had it not died a natu- 





preceding administrations, it may be useful to recall 
some of President Truman’s recommendations con- 
cerning tax structure. In so doing, of course, one is 
well advised to distinguish clearly between Admin- 
istration recommendations and Congressional attitudes. 
The shift in the latter has been noticeably less 
marked than the shift in the former. 

Just before Korea, President Truman gave priority 
in tax reduction to excise taxes, especially to those on 
transportation and communications. The $1 billion 
loss in revenue was to be made up by tightening up 
the estate and gift tax, reducing percentage depletion, 
taxing income of life insurance companies more 
heavily, withdrawing capital gains privileges from 
ordinary business income, and taxing the business 
ventures of educational and charitable organizations. 
After Korea, the following recommendations were 
added: (a) correction of inequalities in income tax 
enforcement, particularly through dividend and in- 
terest withholding; (b) higher taxes on co-operatives, 
savings banks, and building and loan associations; 
(c) taxation of interest on future issues of state 
and local securities; (d) reduced offsets of capital 
losses against capital gains. 

President Truman’s general concern was summa- 
rized in these words: “The continued escape of 
privileged groups from taxation violates the funda- 
mental democratic principle of fair treatment for all, 
and undermines public confidence in the tax system.” 


7The reduction by roughly 10 per cent, or 
$3 billion, in individual income taxes on January 
1, 1954, offset by about $1.5 billion of employment 
tax increases on the same date, should perhaps be 
cited here as part of Administration tax policy, in 
at least a negative sense. Nothing was done to post- 
pone these “ automatic ” tax changes, though positive 
action was taken to postpone the scheduled corpo- 
rate and excise tax decreases. 
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ral death). A stronger role is assigned 
to tax reductions which single out in- 
vestors (in the financial sense) for in- 
creased returns; by means of the divi- 
dend credit and exclusion, the Admin- 
istration would have reduced investors’ 
tax liabilities by more than $1 billion. 

But the key stimulus is to come from 
specific tax rewards for engaging in the 
highly preferred activity of investing in 
plant and equipment—rewards through 
more favorable tax treatment of de- 
preciation, research and development 
expenses, loss carryovers, retained earn- 
ings, and the like. These specific tax 
incentive measures offer increases in 
profit margins, not for more efficient 
marketing methods, improved manage- 
ment, better labor relations and the 
like, but primarily for greater outlays 
on machinery, equipment, and plant. 

The foregoing emphasis has been evi- 
dent throughout the Treasury’s state- 
ments and speeches on the 1954 rev- 
enue program. The following passages 
are illustrative. Secretary Humphrey, 
in a speech to the CIO in May, 1954, 
stated: 


The most important thing about the tax 
revision bill is that it will stimulate invest- 
ment of savings to help new businesses to 
start, old businesses to modernize, and so 
create more and better jobs and better 
living for everyone.... The features in 
this tax revision bill which make it more 
attractive to the man who saves money to 
invest, or more attractive for the busi- 
nessman to replace his present inefficient 
machinery, are the sort of things which 
can help this economy keep growing. 


Under Secretary Folsom, speaking 
after the passage of the tax bill, stated 
the point even more explicitly: * 


8In a speech on September 30, 1954, before the 
Washington Seminar on Marketing. 
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The expansion of investment is . . . basic 
to the economic policy of this Adminis- 
tration. It is necessary for the creation 
of more jobs, the production of better 
goods at lower prices, and the broadening 
of markets. A number of provisions in 
the new law are directed to this objective, 
the most important by far being the new 
rules governing depreciation. 


The new depreciation rules, the dividends 
received credit and its accompanying ex- 
clusion, and other important revisions 
have removed or reduced serious obstacles 
to new investment. The Nation will fol- 
low with keen interest the way business 
avails itself of this opportunity to mod- 
ernize and expand its plant and equip- 
ment.” 


Tax Deterrents and Stimulants 


The major economic test of the Ad- 
ministration’s tax philosophy, then, re- 
volves around its fear of the deterrent 
effects of high taxes on risk-taking and 


managerial effort and its faith in the 
stimulative effect of easing those taxes, 
especially as they bear on investment. 
Are the fear and the faith well- 
founded? To the extent that they are, 
will a program of direct tax incentives 
yield the level and type of investment 
the economy requires? 

Though no conclusive evidence exists 
on the disincentive effects of taxation, 
we are fortunate in having the results 
of the most extensive research ever 
undertaken on this subject. I refer to 
the Merrill Foundation for Advance- 
ment of Financial Knowledge project 
at the Harvard Graduate School of 
Business Administration. A_ research 
team directed by Professor Dan Smith 
spent several years in a painstaking sur- 
vey and analysis of economic effects of 


For further quotations and a different economic 
interpretation, see Professor Smith’s discussion on 
pages 2-11 of this volume. 
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taxation on businesses and individuals. 
As reported in a series of monographs 
and as summarized at the annual meet- 
ing of the American Economic Asso- 
ciation in December, 1953, the central 
finding on business incentives may be 
characterized as follows: if the under- 
lying market strength for the products 
of industry exists, even the compara- 
tively severe tax rates of recent years do 
not seriously inhibit investment and 
production incentives. To put it in the 
words of Professor J. Keith Butters, as- 
sociate director of the project: 


The first, and most significant, finding is 
that the empirical evidence of these in- 
vestigations substantiates none of the ex- 
treme charges that are frequently made 
concerning the harmful effects of taxa-. 
tion on the economy. 


If a general statement has to be made in 
flat unqualified terms, the striking fact is 
that, by and large, the tax structure 
appears to have had only a relatively 
limited and specialized impact both on the 
basic incentives which motivate the pri- 
vate economy and on the structure of this 
economy. The effects of the tax struc- 
ture on the aggregate levels of employ- 
ment and real income realized over the 
last ten to fifteen years have been even 
more limited, as is obvious from the 
record levels achieved in both employment 
and income during this period. 


. . the more basic and fundamental the 
decision and the greater its significance 
for the effective functioning of the econ- 
omy, the more likely are nontax consider- 
ations to be dominant. So far as incentive 
effects are concerned, taxes are more likely 
to determine how a thing is done than 
they are to determine what or whether an 
action is taken. 


Just as there is little evidence that indi- 
viduals in the aggregate have gone on an 
investment strike or have significantly 
reduced the intensity of their effort and 
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activity because of taxes, so there is little 
evidence that taxes have curtailed corpo- 
rate and business investments to undesira- 
bly low levels in postwar years.'? 


Professor Butters made clear that 
while taxes have had little adverse ef- 
fect on incentives, they have curbed in- 
vestment by cutting down the supply 
of investable funds. His colleague, 
Professor John Lintner, added that this 
curtailment of funds would be more 
serious in a period of business weakness 
than it has been in most of the post- 
war period, when taxes helped to re- 
strain inflation. He also noted a num- 
ber of other situations in which taxes 
might have deterrent effects.’ On 
balance, however, the project findings 
furnish little basis for elevating incen- 
tive considerations to a dominant posi- 
tion in federal tax policy. 

Of course, the argument can _ be 
given a different turn along such lines 
as these: that even if the high rates of 
tax were not significantly retarding in- 
vestment, carefully structured tax re- 
ductions and tax concessions might 
nonetheless have a distinctly stimula- 
tive effect. This could result either 
from taking advantage of the explicit 
tax-incentive provisions of the new law 
or from the general atmosphere of busi- 
ness confidence generated by the series 
of tax reliefs and adjustments. In 
other words, taxpayer responses may be 
asymmetrical: while high or rising 
levels may not significantly deter in- 
vestments, the lowering of taxes—es- 
pecially if done the “right way ”— 


10“ Taxation Incentives and Financial Capacity,” 
Papers and Proceedings of the Sixty-sixth Annual 
Meeting, American Economic Review, May, 1954, 
pp. 504-506, 514. 


11“ Effects of Corporate Taxation on Real Invest- 
ment,” Papers and Proceedings of the Sixty-sixth 
Annual Meeting, American Economic Review, May, 
1954, pp. 520-534. 
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may have an important effect in stimu- 
lating investment and risk-taking. 


Effectiveness of Tax Stimulants to 
Investment 


In view of the heavy reliance placed 
on the tax-stimulus thesis and the high 
stakes involved (in terms of both rev- 
enue loss and effective functioning of 
the economy), one earnestly hopes that 
the multitude of incentive tax provi- 
sions of the Internal Revenue Code of 
1954 will be put under the research mi- 
croscope. A study matching the Har- 
vard-Merrill Foundation project in 
quality and thoroughness is called for. 
It should seek to determine how widely 
businesses and investors have availed 
themselves of the tax bonuses given for 
certain acts, such as building plant, 
buying equipment, conducting research 
and so on. Simultaneously, it should 
seek to answer two much more difficult 
questions: (a) Having achieved tax 
savings by taking advantage of the new 
provisions, did businesses use the funds 
to increase dividends, investment, 
working capital, or what? (b) Even 
more elusive, did the incentive of lib- 
eralized or preferred tax treatment 
elicit a greater flow of investment than 
would otherwise have occurred? 


It is too early, of course, to do more 


‘than speculate on these questions. But 


it is not too early to suggest some limits 
to the effectiveness of the Administra- 
tion’s incentive tax policy in promoting 
investment. What follows does not in 
any sense pretend to be a full economic 
appraisal of this tax policy. Rather, it 
is an attempt to examine the expected 
favorable investment responses to the 
new tax concessions in the light of pos- 
sible slips ’twixt cup and lip. 

One’s misgivings arise, first of all, in 


relation to the marked investment 
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stimulus expected of accelerated depre- 
ciation and the allied measures which 
pull tax deductions forward from the 
future into the present. These faster 
write offs mean a quicker return on in- 
vestment, thereby reducing the risks of 
obsolescence and the like and increasing 
the present value of the expected stream 
of income from the investment. At 
the same time, the tax savings provide 
businesses with additional internal 
funds. Therefore, where investment 
has been inhibited by lack of profitable 
investment opportunities or lack of 
funds, the new measures may evoke the 
response expected by their sponsors. 
But what if the barrier to investment 
is neither lack of funds nor lack of 
profitable opportunities but, for ex- 
ample, a shortage in top engineering 
and managerial manpower? '* What if 
the funds freed by the tax concessions 
accrue mainly to the strong firms with 
easy access to capital markets and are 
merely used to replace other sources of 
investment funds rather than to buy 
additional equipment and plant? What 
if the new and weaker firms who lack 
funds for substantial outlays on fixed 
assets cannot borrow or get equity cap- 
ital on the strength of prospective tax 
benefits? What if the increase in prof- 
itability is too small to push investment 
projects over the high “ pay-out” or 
rate-of-return threshold prevailing in 
most businesses? To the extent that 


12 See, for example, Walter W. Heller, “ The 
Anatomy of Investment Decisions,” Harvard Busi- 
ness Review, XXIX, 1951, p. 102. In the field 
study (made just before Korea) underlying this 
article, one group of firms was found to be in this 
position, A second group, more fortunate, had ade- 
quate funds, opportunities, and manpower. A third 
group had attractive opportunities but was thwarted 
by inadequate access to investment funds or un- 
willingness to use accessible external funds. In other 
words, lack of promising investment possibilities was 
seldom the barrier, but lack of funds played a more 
important role. 
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the suggested conditions prevail, the 
scope for investment stimulus via rapid 
tax write offs is correspondingly nar- 
rowed. 

Second, how will investors respond to 
the tax concessions for dividends? 
However readily they might have re- 
sponded to a 15 per cent credit and 
$100 exclusion, it seems clear that the 
financial incentive of a 4 per cent credit 
and $50 exclusion is very limited. At 
any level, of course, the question arises 
of how much of the impact will run off 
into windfall gains to present stock- 
holders rather than expressing itself in 
additional inducements to new stock- 
holders and expanding equity invest- 
ment. At the lower level of the divi- 
dend credit as enacted, its impact on 
investment must be sought mainly in 
the elusive factor of confidence. Will 
the dividend credit, coupled with other 
tax incentive measures, create an aura 
of business confidence, quite apart from 
any specific impact? As Solomon Fa- 
bricant points out in the latest annual 
report of the National Bureau of Eco- 
nomic Research,'* production has to be 
made not only profitable but “ interest- 
ing” to invigorate investment. Per- 
haps the dividend credit and other tax 
incentive measures will be disappoint- 
ing in their specific incentive impact, 
yet provide a general stimulus by in- 
creasing confidence and thus making 
production more “ interesting.” Where 
“confidence ” fits into the scale of in- 
vestment determinants is a fair, but un- 
answered, question. 

A third misgiving concerns the in- 
vestment effects of a tax reduction pol- 
icy which increases profits via higher 
profit margins. In contrast with tax 
reductions to enlarge disposable income, 


13 “ Economic and Economic 


34th Annual Report, May, 1954. 


Progress Change,” 
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which increase profits through higher 
output and sales, this policy generates 
higher profits even at existing output 
and sales levels. The repeal of the ex- 
cess profits tax is a case in point. Does 
the $2 billion or so of annual tax sav- 
ings spur additional effort and risk-tak- 
ing? Or do the higher profit margins 
merely lead to higher dividends and a 
state of business satisfaction with cur- 
rent levels of production and profits? 
In other words, what are the relative 
roles of the “income effect” and the 
“substitution effect” in business re- 
sponses? 

The present outlook, for example, is 
that 1954 corporate profits and divi- 
dends will, with the powerful aid of ex- 
cess profits tax repeal, remain at high 
levels in the face of business recession. 
How strong is the lure of a more com- 
fortable situation combining adequate 
profits and dividends, a more adequate 
and pliable labor supply, and a more 
relaxed pace for business executives? 
Do business managers prefer this com- 
bination to the stresses and strains of a 
tautly stretched economy? Or does 
this suggestion underestimate their 
nonpecuniary drives toward prestige 
and power? Whether it does or not, it 
suggests that tax policy should empha- 
size incentives at the margin, i.e., should 
offer additional profits for additional 
effort, investment, and output. Other- 
wise, we make growing profits more 
compatible with growing unemploy- 
ment. A whole complex of reasons 
leads to the conclusion that excess prof- 
its tax repeal was desirable, and that 
corporate income tax reduction may 
become desirable, But there are impor- 
tant limits to the assumption that the 
increased profits and profitability so 
achieved will express themselves in 
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greater investment and economic ex- 
pansion. a, 


Pitfalls of an Effective Tax Incentive 
Policy 

Without reciting further misgivings 
as to how much investment stimulus 
the Administration’s incentive tax pro- 
gram can deliver, let us give the argu- 
ment a different turn: assuming that 
specific tax benefits and an improved 
general climate for investment under 
the new tax provisions can and will en- 
courage investment significantly, is this 
tax-stimulated investment a correct and 
adequate prescription for the economy’s 
ills? This question is put, not in terms 
of the 1954 recessionary setting, but in 
terms of the intermediate and long-term 
problems of full employment, struc- 
tural balance, and economic growth. 

In the intermediate term, the prob- 
lem is to take up the slack that develops 
in the economy as its full-employment 
capacity rises without corresponding 
increases in government and private de- 
mand. Can a tax policy shifting em- 
phasis from markets to incentives gen- 
erate enough additional investment to 
take up the slack, even under favorable 
assumptions regarding tax stimulants? 
What problems arise in trying to main- 
tain full employment in a high-invest- 
ment economy? Will effective direct 
tax stimuli to investment push us to- 
ward or away from the optimum rate 
of economic growth? Will they make 
for a more or less efficient allocation of 
resources? As in many other cases 
throughout this paper, it is far easier to 
put the questions than to provide the 
answers. And, as in the preceding sec- 
tion, the emphasis here will be on sober- 
ing thoughts rather than a fully- 
rounded appraisal. 
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With respect to the first question, it 
is not easy to visualize investment being 
pushed to the heights necessary to re- 
store full employment in the absence of 
greater consumption stimulus. For this 
would require an even higher ratio of 
investment to consumption than we 
have experienced since World War II. 
Powerful stimulants, indeed, would be 
needed to take the place of three im- 
portant forces that have been sustaining 
investment at what may well be artifi- 
cially high levels in the postwar period: 
(1) the great disparity between prewar 
plant capacity and postwar consump- 
tion levels, aggravated by wartime de- 
pletion of plant and equipment in 
many lines; (2) the additional impetus 
of inflationary pressures, at least until 
well into 1951; (3) the necessity, after 
Korea, of defense plant expansion to 
achieve a “ readiness economy” (with 
the aid of five-year tax amortization on 
projects involving $30 billion of invest- 
ment). 

For a further expression of doubts on 
this score let me, rather than carrying 
coals to Newcastle, burn those available 
on the site. Professor Alvin Hansen, in 
his statement to the Senate Finance 
Committee on the tax revision bill, 
cited excess capacity as a growing prob- 
lem and asserted that “ the recent rate 
of capital formation is clearly higher 
than the long-run maintainable rate.” 
In supporting this conclusion, he cited 
the $240 billion in new producers’ cap- 
ital in manufacturing, mining, trans- 
portation, public utilities, agriculture, 
and other business ventures, that has 
been put in place in the past eight years. 
The annual rate of about $38 billion— 
or $28 billion if we leave out agricul- 
ture and outlays charged to current ac- 
count—then (early 1954) being ex- 
perienced in the economy he character- 
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ized as “ high enough not only to take 
care of new technological development 
and the normal growth requirements, 
but also to make good the accumulated 
shortages caused by war.” ** Whatever 
the responses to the tax incentive meas- 
ures may have been, either prospec- 
tively or after passage of the law, it is 
clear that they have not yet halted the 
decline in plant and equipment outlays. 
These fell from 1953 to 1954 and were 
expected to fall further in 1955, ac- 
cording to investment surveys. These 
early signs should not be given undue 
weight, but they indicate no quick res- 
toration of the postwar uptrend in in- 
vestment. 

Apart from the difficulty of sup- 
planting the abnormal postwar props to 
investment, it is also important to note 
that the path to full utilization of re- 
sources via investment stimulus is a 
particularly demanding one on_ the 
economy. In the form either of addi- 
tions to productive capacity or of mod- 
ernization and renovation which enable 
business to produce a given output with 
less resources, investment expenditures 
increase the productive capacity of the 
economy and thereby make possible a 
constantly increasing stream of goods 
and services. Can a high-investment 
economy absorb them? To be sure, the 
increase in investment will itself gen- 
erate increased aggregate demand via 
the multiplier effect. But we no longer 
believe that the investment multiplier 
is more potent than the consumption 
multiplier. In fact, the investment 
path to full utilization of resources re- 
quires that investment be undertaken 
in ever-increasing absolute amounts if 
the growing output is to be taken off 
the market. ‘“ For the higher the level 


14U. §. Senate, 83rd Cong., 2d Sess., Hearings be- 
fore the Committee on Finance on H. R. 8300, 
Internal Revenue Code of 1954 (Part 4), pp. 2422-29. 
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of investment, the greater will be the 
increase of output capacity, and conse- 
quently the greater must be the increase 
of investment to generate sufficient de- 
mand to purchase the expanding out- 
put.” 7° 

Economic stability may also be more 
difficult to maintain in a high-invest- 
ment economy. Volatility of invest- 
ment, though apparently diminishing, 
is greater than that of consumption. 
Tax incentive measures may aggravate 
the situation. Tax benefits from ac- 
celerated depreciation, for example, 
tend to be bunched in boom times, 
when plant and equipment outlays are 
high and rising. When investment 
falls, depreciation allowances will tend 
to fall even faster. To the extent that 
deductions cluster in good times and 
dry up in bad, the contra-cyclical edge 
of the income tax will be dulled. 

Even in the absence of difficulties in 
maintaining full employment and eco- 
nomic stability, a high-investment 
economy raises questions concerning the 
optimum rate of economic growth. 
We have no way of defining this op- 
timum. And if we did, it would not 
tell us with any certainty what level of 
investment was required to attain it, 
since growth also depends on technol- 
ogy. But even in the absence of scien- 
tific precision, we can and do have pref- 
erences concerning the division of out- 
put between consumption and capital 
formation. A high-investment policy 
may clash with these preferences. As 
Henry Simons put it in his usual vivid 
manner, “to stress obligations to our 
childrens’ children is often a means of 


15 John G. Gurley, “ Fiscal Policy in a Growing 
Economy,” Journal of Political Economy, December, 
1953, p. $24. See also his note in the October, 
1954 Journal of Political Economy citing evidence 
that the growth in output capacity in 1954 was 
outstripping the growth rate of total spending. 
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diverting attention from patent obli- 
gations to our contemporaries.” At 
some point, sacrifices of current con- 
sumption to take care of further ac- 
cumulation become excessive. Judg- 
ments as to where that point is reached 
fall in the subjective realm of values 
and are bound to differ widely. 

Finally, we turn to the allocative ef- 
fects of a tax policy which seeks to pro- 
mote full utilization of resources 
through higher profit margins and pre- 
ferred treatment of investments in 
fixed assets. By and large, this policy 
encourages resources to remain in their 
present uses. They can earn higher 
after-tax profits and special investment 
bounties without submitting to the pos- 
sibly chilling test of the market, which 
might well be necessary if the alterna- 
tive route were taken of increasing con- 
sumer disposable income as a guide to 
allocation of producer goods. In this 
respect, the policy bears some kinship 
to farm price supports. 

The tax bounties to investment have 
another effect: they reduce the price of 
capital relative to that of labor and 
thus contain a bias favoring capital- 
intensive industries. The industries 
which invest in steel, brick, and mortar 
can avail themselves more readily of the 
Administration’s tax bounties than 
those whose funds are tied up in in- 
tangibles and brain power. 


These observations pose a simple 
question: should we not put more em- 
phasis on consumption leadership, on 
the demand for capital rather than sup- 
ply of capital, in our tax policy? In 
other words, let demand expand via re- 
ductions in our taxes on income and 


consumption. In the process of con- 
verting swollen markets into produc- 
tion and profits, business will allocate 
producers’ goods in accord with con- 
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sumer preferences. Both the level and 
the composition of investment will then 
be determined in accord with the gen- 
eral principle of consumer sovereignty. 


Alternative Emphasis on Consumption 
Stimulus 


The preceding suggestion echoes the 
recurrent criticism of Administration 
tax policy that it underemphasizes con- 
sumer markets. Many of the misgiv- 
ings expressed in this paper would be 
abated by greater emphasis on tax 
measures to increase disposable income. 
The suggestion here is not that the con- 
sumer has been forgotten in Adminis- 
tration thinking, but that the support 
he got from the 1954 tax reductions 
fell short of the requirements of a bal- 
anced economic policy for full and ef- 
ficient use of our resources. Since the 
Administration program was framed 
with the “automatic” 1954 tax 


changes in full view, and since it tacitly 
accepted the $1 billion excise tax cut, 


it seems reasonable to examine this 
question in terms of the total tax 
changes in 1954. 

The gross revenue loss was $9 billion, 
made up as follows: $3 billion via the 
10 per cent cut in individual income 
tax; $2 billion via excess profits tax re- 
peal; $1 billion via excise tax cuts; and 
$3 billion via the Internal Revenue 
Code of 1954 (average annual loss, 
1956-1960, in contrast with $1.4 bil- 
lion loss estimated for first full year of 
operation). Against this must be off- 
set some $1.5 billion of employment 
tax increases, for a net reduction of 
$7.5 billion. How much of this repre- 
sents consumption stimulus? The bulk 
of the $3 billion income tax cut falls in 
this category, though the employment 
tax increase was a strong offset, espe- 
cially in the lower income brackets 
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where tax savings are more likely to go 
into consumption than _ investment. 
The excise cuts were also in large part a 
boon to consumers, though they un- 
doubtedly increased many profit mar- 
gins (e.g., of movie houses). The $0.5 
billion of special reliefs for individuals 
(other than in a business or investing 
capacity) in the 1954 Act should also 
be classed as consumption stimulants. 
But the remaining $2.5 billion under 
that act, plus the $2 billion of excess 
profits tax savings, clearly classify as 
boosters of profit margins and stimu- 
lants to investment. Only a small por- 
tion of the latter tax savings will ap- 
pear in consumer markets. 

The Administration has been taken 
to task by many economists for its in- 
adequate provision for consumption 
stimulus. Harvard Professors Hansen, 
Harris, and Slichter have been out- 
spoken on this score. The National 
Planning Association expresses similar 
sentiments in its recent study, Oppor- 
tunities for Economic Expansion, as 
follows: 


If government expenditures continue to 
decline as scheduled under present pro- 
grams, private demand must rise substan- 
tially not only to lift economic activity 
from the present slack to a full-employ- 
ment level but also to provide markets 
for future growth... . 


With the present outlook for incomes, the 
existing firmness in prices, and a net tax 
reduction which gives the masses of con- 
sumers only a small relief, there is no 
assurance that the required rise in con- 
sumption will take place. . 


If our economic analysis is correct, a 
strong case can be made for further tax 
measures to strengthen consumer pur- 
chasing power. A reduction could be 
made in excise taxes or in the individual 
income tax. 
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DISTRIBUTIONAL AND EQUITY 
CONSIDERATIONS 


Though preferences as to income dis- 
tribution and concepts of equity do not 
strictly fall under the heading of “ eco- 
nomic appraisal,” they are so strongly 
influenced by, and interrelated with, 
economic policy that at least a brief re- 
view of Administration thinking in this 
area seems desirable. 


Distributional Preferences 


We need not tarry long on the dis- 
tributional preferences underlying the 
Administration’s tax program, both be- 
cause they are quite apparent and be- 
cause they clearly fall in the value do- 
main of “ to each his own.” It may be 
of interest, however, to make some very 
rough approximations of the distribu- 
tion of 1954 tax savings by income 
brackets and to muse a bit on the cor- 
relation between distributional predi- 
lections and the accompanying eco- 
nomic policy. 

Mere inspection of the 1954 changes 
as a whole gives rise to the strong im- 
pression that they provide proportion- 
ately more relief to the upper than to 
the lower income groups. Trying to 
quantify this impression is a hazardous 
and coritroversial undertaking, yet a 
necessary one if we are to get beyond 
an impressionistic view of the matter. 
On the basis of the tax burden distri- 
butions provided by R. A. Musgrave 
and L. Frane in their revised tabula- 
tions for 1948 '* and with broad ad- 
justments for changes in income dis- 
tribution since that time, the follow- 
ing approximations emerge: (a) the 
below-$5,000 income group, which 
contains about 74 per cent of the coun- 


16 Rejoinder to Dr. Tucker,” National Tax 


Journal, March, 1952, p. 25. 
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try’s spending units and has been pay- 
ing about 40 to 45 per cent of total 
federal taxes, will get about 20 to 25 
per cent of the benefit of the $7.5 bil- 
lion net tax reductions; (b) the $5,000- 
$10,000 group, with about 22 per cent 
of the population and paying about 30 
per cent of federal taxes, will get 
roughly 30 per cent of the benefit; and 
(c) the over-$10,000 group, with the 
remaining 4 to § per cent of the popu- 
lation and paying the remaining 30 per 
cent or so of federal taxes, will get 
around 50 per cent of the benefit. 

Apart from their roughness, these 
figures call for two observations. First, 
they are not restricted to the tax pro- 
gram launched by the Eisenhower Ad- 
ministration. If only the Internal Rev- 
enue Code of 1954 were covered, a 
much heavier concentration of tax sav- 
ings in the upper brackets would be 
evident. Second, had the full Eisen- 
hower program been enacted, approxi- 
mately $1 billion of additional tax re- 
ductions would have been granted in 
the form of enlarged dividend tax 
credits and business tax concessions. 
Some three-fourths of the added tax 
savings would have accrued to the over- 
$10,000 income group. 

Now, to muse for a moment on so- 
cial philosophy and economic analysis 
as they express themselves in views on 
tax progressivity. Seldom does one 
find a fervent belief in redistributive 
taxation coupled with the view that 
business incentives, profit ratios, and 
capital accumulation are the nerve- 
center of economic activity and expan- 
sion. Emphasis on markets as the road 
to economic salvation is usually coupled 
with preferences for strongly progres- 
sive taxation. Emphasis on incentives 
and savings usually couples with the 
opposite bias. Neither the preceding 
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nor the present administration deviates 
from this pattern.’? 


Equity 

In moving from questions of “ ver- 
tical equity” to “horizontal equity,” 
one does not move out of the domain of 
values. But the question of what con- 
stitutes impartiality, or “equal treat- 
ment of equals,” lends itself more 
readily to the development of guide- 
posts and standards than the knotty 
question of the proper degree of pro- 
gressivity. Or perhaps it is safer to say 
that people have been less hesitant to 
suggest or prescribe a standard of 
horizontal than of vertical equity. 

As in the case of distributional pref- 
erences, attitudes toward impartiality 
in taxation are likely to be influenced 
by the degree of devotion to specific 
tax incentives as an instrument of eco- 
nomic policy. ‘The stronger that de- 
votion, the greater the number of de- 
partures from “equal treatment of 
equals” that will be sanctioned. As a 
practical matter, impartial treatment 
preferred on ethical grounds gives 
way more and more often to pref- 
erential treatment preferred on eco- 
nomic grounds. 

On this score, the contrast between 
the Truman and Eisenhower Adminis- 


17 Henry Simons, an exception, firmly supported 
tax progression to reduce income inequality, yet was 
convinced that it impaired the capital accumulation 
so vitally needed for economic growth. He resolved 
his dilemma in a surprising way by suggesting that 
government should actively participate in capital ac- 
cumulation. It would maintain progressive taxes and 
channel some of the proceeds into an investment ac- 
count from which loans would be made to private 
investors. As he put it, “ The contention here is 
not that there should be correction of effects of 
extreme progression upon saving, but that govern- 
ment saving, rather than modification of the pro- 
gression, is the appropriate method for effecting that 
correction, if such correction is to be made.” (Per- 
sonal Income Taxation [University of Chicago Press, 
1938], p. 29.) 


trations is rather striking. While ac- 
cepting some special tax relief proposals, 
the previous administration made re- 
peated efforts to eliminate or reduce tax 
avoidance through percentage depletion, 
nonrealization of capital gains at death, 
life estates and other gaps in the estate 
tax, tax-exempt securities, and the 
like.’ One or two of these avoidance 
devices have been mentioned in speeches 
by Treasury officials in the Eisenhower 
Administration, but no action has been 
suggested to counteract the growing 
erosion of the income tax base. 

As to the equity concepts which 
guided the Treasury in formulating the 
1954 tax revision program, the recent 
speech by Professor Dan Smith before 
the National Tax Association is particu- 
larly illuminating. He makes several 
references to “common sense” as the 
basic criterion applied in deciding on 
various special reliefs under the individ- 
ual income tax, with particular empha- 
sis on the responses of the affected tax- 
payers. Of the liberalized treatment of 
dependents’ earnings, he said, “. . . the 
relief accorded to individuals with the 
introduction of common sense into the 
tax law seems a small price to pay for a 
break with an abstract ideal of uni- 
formity in exemptions.” Referring to 
fringe benefits, he again indicated that 
a common sense approach is preferable 
to a theoretically perfect law which 
does not “correspond to popular ideas 
of what is and what is not income.” ' 

This approach to equity leaves one 
uneasy at best. It suggests this se- 
quence: the original departure from 
“equal treatment of equals” is no 
longer questioned; common sense then 


18 See footnote 6. 


19“ Internal Revenue Code of 1954,” Proceedings 
of the Forty-sixth Annual Conference of the Na- 
tional Tas Association, 1954. 
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dictates that those who are aggrieved by 
not getting the preferential treatment 
should be given it; the “ most-favored- 
taxpayer principle ” thus becomes more 
and more firmly intrenched. One may 
add, incidentally, that while the tax- 
ation of an increase in a person’s net 
assets via fringe benefits may be ad- 
ministratively difficult and resisted by 
the beneficiary, it does not follow that 
we should accept the beneficiary’s 
“popular” view that fringe benefits 
are not income. 

It may be useful to pursue this ques- 
tion of a “ common-sense” concept of 
income in terms of a specific example. 
Capital gains are a good case in point. 
Many, if not most, of us have at one 
time or another gone through the 
pleasant experience of having an in- 
vestment grow in its capital value, and 
we tend to think of that as a growth in 
the fund of our capital rather than in 
the flow of our income. Even if we 
switch from one investment into 
another, we like to think that we have 
a right to maintain the investment at 
whatever size it has attained. The 
capital gains tax interferes with that 
“right.” But is it any more valid to 
allow us to judge our own taxable status 
on capital gains in terms of “ un- 
diminished capital ” than it is to permit 
the wage-earner to dictate the taxes on 
his wages in terms of “ undiminished 
take-home pay”? Certainly, the in- 
vestor feels put upon when a piece of 
his investment is snipped out by taxes 
when he shifts from one security into 
another. But from the vantage point 
of the small income recipient who does 
not have access to this form of enrich- 
ment, a capital gain must look like a 
very capable form of taxpaying income. 
If each man were to be the judge of his 
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own taxes, the tax take of the U. S. 
Treasury would be very small indeed. 
In taxation, as elsewhere, we should ex- 
pect to be governed by value judgments 
made by a “ jury of our peers” rather 
than by our own, often highly colored, 
judgment of what taxes we should pay. 


STATISTICAL PHILOSOPHY 


The temptation to stretch statistics 
in order to put tax changes in the best 
possible light is clearly greater under a 
tax policy designed to stimulate eco- 
nomic activity through higher profit 
margins for relatively few taxpayers 
than under a policy conferring benefits 
on tens of millions of consumers 
through, let us say, exemption increases. 
The former involves a bad correlation 
between immediate and obvious tax 
savings and the concentration of voting 
power. It involves political risks and 
leads the propounders of such policy 
into statistical temptation. Have they 
succumbed? The evidence suggests 
that if the Administration’s statistical 
presentation does not actually represent 
walking with the devil, neither does it 
represent a fair hearing for the angels. 

The handling of the revenue implica- 
tions of the extension of the 52 per 
cent corporation income tax rate is a 
case in point. In the detailed discus- 
sions and statistical summaries of the 
technical revision bill, the ‘one-year 
postponement of the cut to 47 per cent 
was consistently shown as a $1.2 billion 
revenue gain. On the basis of this gain, 
the net revenue loss of the entire bill 
was shown as only $200 million, and 
corporate tax liabilities were actually 
represented as increasing by about $600 
million. One is entitled to make two 
or three observations on this. First, if 
maintaining present corporate rates 
represents a revenue increase, the appli- 
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cation of the same type of algebra to 
the automatic reduction of the in- 
dividual income tax (i.e., not maintain- 
ing its rates) should have shown the 
revenue loss as zero, not $3 billion. 
Second, this asymmetry did not appear 
when the Administration pointed with 
pride to the “ greatest tax savings in 
history ”—the $3 billion was included, 
but the $1.2 billion “ increase ” 
porate tax retention was not subtracted. 
Third, no account was taken of the fact 
that a short-term extension was being 
matched against a long-run and rising 
over-all revenue loss. 


via cor- 


Second, one may question the Treas- 
ury’s distinction between provisions 
“ having direct revenue effect and those 
“which merely shift deductions or in- 
come between taxable years.’” Of the 
$619 million revenue loss estimated for 
fiscal 1955 on items affecting corpora- 
tions, $445 million is placed in the cate- 
gory of shifts between years. The pro- 
visions so identified are: accelerated 
depreciation, the net operating loss 
deduction, and certain accounting pro- 
visions. I cannot speak with confidence 
concerning the extension of the loss 
carryback to two years, nor with re- 
spect to the accounting items. How- 
ever, it scarcely seems credible that ex- 


tending business profit-loss averaging 
from a seven-year to an eight-year 
period will not result in a net long-run 
loss in revenue rather than merely a 


shift from one year to another. Like- 
wise, the accounting provisions seem to 
involve a permanent revenue 
(potentially very large) since they in- 
crease deductions now with no obvious 
offset later unless business practices 
change. With respect to depreciation, 
the implication that it is merely a 
shift which will be recaptured later may 


loss 
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be true with respect to an individual 
depreciable item. But in an ongoing 
and expanding economy, it seems crys- 
tal clear that there will be a large per- 
manent revenue loss as compared with 
present law: the Congressional tax staff 
estimated this loss in the neighborhood 
of $20 billion, while others have placed 
it as high as $40 billion. Unless the 
economy grinds to a halt and invest- 
ment ceases while tax collections con- 
tinue, the concept of a “ mere shift be- 
tween years” misrepresents the revenue 
effects of accelerated depreciation. 

This brings us, third, to the Treas- 
ury’s steadfast refusal, even under close 
questioning in the Senate Finance Com- 
mittee, to present more than a fiscal- 
year 1955, or first-year, revenue loss 
estimate for the 1954 tax revision law. 
It has refused to go beyond its $1.4 
billion first-year figure, even in the face 
of sharply rising revenue losses from 
accelerated depreciation in later years. 
Standard procedure of the Treasury in 
preceding administrations was to show, 
both for revenue increases and for 
revenue decreases, not only the revenue 
effects during the first fiscal year but 
also the later, full-year effects. With- 
out such information, it is hard to see 
how Congress can make informed de- 
cisions. To the oft-repeated arguments 
that the full-year effect of the 1954 Act 
could not be shown because (a) the 
stimulus to investment would bring off- 
setting revenues, and (b) the pattern 
of loss changes over the years, one can 
answer that (a) the assumption of con- 
tinuation of present levels of invest- 
ment, as used by the Congressional tax 
staff, can be taken as a point of depar- 
ture, and (b) averages for the next 
five or ten years can be computed. As 
indicated earlier in this paper, this proc- 
ess leads to a revenue loss figure of 
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more than double the Treasury’s first- 
year estimate. 

One may also question, finally, 
whether the Treasury’s statistical de- 
fense of the dividend credit and exclu- 
sion served to promote a balanced judg- 
ment in this controversial area. Only 
two sets of statistics were submitted to 
the Senate Finance Committee to por- 
tray the distributional effects of the 
proposed measure. The first consisted 
of information on stock ownership, as 
follows: “ Statistics of Income for 1950 
shows that more than three-fourths of 
all individuals reporting dividends have 
incomes of less than $10,000, and over 
44 per cent of dividend recipients have 
incomes of less than $5,000.” Although 
the same source shows the more relevant 
and significant fact that three-fourths 
of the amount of the dividends go to 
those over $10,000 and only 11 per 
cent to those under $5,000, the Treas- 
ury submission failed to mention it. 


The second set of data were presented 
under the heading, “The proposal fol- 
lows the principle of the graduated in- 
come tax.” It was stated that: “ The 
method of adjustment affords greater 
relief for the low-income investor than 
for those at higher income levels. The 
percentage reduction of tax under the 
combined dividend exclusion and credit 
is greatest in the lowest bracket and 
declines progressively as the income 
level rises.” Under a 10 per cent credit 
it was shown that the existing tax lia- 
bilities on dividend income in the first 
bracket would be reduced by 50 per 
cent, while the percentage reduction 
in tax on dividend income at high in- 
come levels would be about 11 per cent. 








Judging by the emphasis on the double 
taxation argument, one may assume 
that the primary objective of the 
dividend credit was to remove the 
differential impact of the corporation 
income tax as contrasted with the tax 
on partnerships and proprietorships. If 
this is so, a much more valid and reveal- 
ing measure would be the proportion of 
the differential corporate tax burden re- 
moved at various individual income 
levels. With a 10 per cent credit, this 
proportion would have been zero for 
those below the exemption levels, about 
25 per cent in the bottom bracket, and 
in the neighborhood of 100 per cent in 
the top bracket. Computations of this 
kind have led most observers to con- 
clude that the dividend credit affords 
greater relief, proportionately, to up- 
per-bracket taxpayers, a conclusion 
directly opposite to the Treasury’s.”° 
Perhaps it is a counsel of perfection 
to ask that value preferences and politi- 
cal advantage be completely ruled out 
in the selection and handling of statis- 
tics for use in policy determinations. 
One should also note that the circle of 
sinners on this score is a very large one, 
cutting across professional and party 
lines alike. Moreover, the distinction 
between “ slanted statistics ” and “ put- 
ting one’s best foot forward” can be 
very fine. Yet all would agree that 
partisanship in tax statistics is injurious, 
not only to the cause of intelligent de- 
cision-making, but to the long-run 
status of practitioners in this field. 


20 See, for example, the preliminary report on a 
dividend tax study at the National Bureau of Eco- 
nomic Research by Daniel C. Holland. This report 
is to be published in the American Economic Review, 
May, 1955. 








THE 


TWIN OBJECTIVES 


OF TAX REDUCTION 


AND REDUCTION OF THE BUDGET DEFICIT 


ARTHUR SMITHIES * 


LTHOUGH the fiscal philosophy 

of the Eisenhower Administration 
has not been a subject of lengthy ex- 
position, its major tenets are reasonably 
clear. Starting with the position it in- 
herited at the beginning of 1952, the 
Administration held that the budget 
should be brought closer to balance 
than it was and that its total size should 
be reduced. These objectives have been 
repeatedl, stated in official statements. 
As one example I quote from a speech 
by the Secretary of the Treasury, who 
appears to be the main architect of the 
Administration policy, on April 20, 
1953. He said: 


We must seek and find that delicate 
balance which will give us the necessary 
military preparedness for defense against 
outside attack while always continuing 
to maintain our economic strength at 
home. These are dual problems and must 
be simultaneously solved. . . . 

... The first step in solving them is 
to achieve a sound currency. ... One 
essential to accomplish this goal is to 
bring our federal expenditures under 
control and at the earliest possible time 
balance them with our income. . . . 
Taxes should not be reduced until ex- 
penditures are under control. Both 
should come down together. ... Taxes 
must come down. It’s simply a matter 
of timing geared to reduction of expense. 
Both are too high and both must be 


reduced. 


The objective of a balanced budget 
was based on traditional views rather 


* The author is Chairman of the Economics De- 
partment at Harvard University. 
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than on analysis. But the Administra- 
tion was clearly not prepared to em- 
brace tradition too ardently—as the 
$4.7 billion deficit budgeted for fiscal 
1955 indicates. A reduction in the 
total size of the budget was held to be 
needed in order to reduce the total 
burden of taxation and to permit re- 
vision of those features of the tax 
structure which were believed to impede 
economic growth. The result of these 
policies was that between fiscal 1953 
and fiscal 1955 budget expenditures are 
expected to decline by $10.3 billion 
with national defense bearing $8.4 
billion of the cut. Over the same 
period, receipts will decline by $5.5 
billion. The tax reductions enacted will 
amount to $7.4 billion when fully effec- 
tive. This will mean a reduction of 
the deficit by $4.7 billion—the 1953 
deficit will be cut in half. 


I propose to examine the appropri- 
ateness of these policies in the light of 


the prevailing economic conditions. 
From the point of view of economic 
stability, was a reduction in the size of 
the budget combined with a reduction 
in the deficit called for? From the 
point of view of a satisfactory rate of 
economic growth, were tax reductions 
so imperative that they warranted sub- 
stantial cuts in national security ex- 
penditures at a time of great national 
insecurity? (Even though the efficiency 
of the defense operations may have in- 
creased, the savings so achieved could 
have been applied to more defense 
rather than to lower taxes.) 
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The Question of Stability 


The Administration was concerned 
that its stabilization problem on enter- 
ing office was to avoid the danger of 
further inflation. Consequently, while 
it took immediate steps to reduce federal 
expenditures, it effectively opposed 
Congressional efforts to reduce taxes 
during 1953. Moreover, the Federal 
Reserve Board and the Treasury at- 
tempted to remove the monetary fuel 
for inflation from the economy by a 
hard money policy. Not only were 
interest rates raised but the Treasury 
attempted to reduce private liquidity 
by offering long-term bonds to the pub- 
lic on attractive terms. 

Whether or not these activities actu- 
ally brought on the recession that began 
in the summer of 1953 is open to ques- 
tion. The President’s Economic Report 
for 1954, however, candidly states that 
“the restrictive monetary and debt 
management policies pursued in the 
early months of the year had, however, 
a wide potent effect that was generally 
expected” and plaintively observed 
that “the business and financial com- 
munity .... no longer clearly remem- 
bered the discipline of monetary 
management aimed at preventing in- 
flationary booms, with which an earlier 
generation had had experience.” * Or, 
perhaps they remembered all too well 
that effective measures to curb inflation 
frequently result in declining produc- 
tion and employment—especially when 
they are taken when the forces of in- 
flation are inactive. 

The Administration rapidly and ef- 
fectively restored the cheap money 
policy as soon as the signs of recession 
were apparent. The Secretary of the 


1 Economic Report of the President (Washington, 
D. C.: U. S. Printing Office), January, 1954, p. 50. 
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Treasury announced that he was defi- 
nitely in favor of tax reductions in 1954 
—which were duly enacted. Never- 
theless, the policy of reducing expendi- 
tures continued. The fiscal year 1954 
closed with a deficit of $3.3 billion 
compared with $9.4 billion the year be- 
fore. Up till that time the fiscal policy 
of the Administration, in terms of 
monetary aggregates, was one of con- 
tinued deflation and its cheap money 
policy was little, if any, more inflation- 
ary than that of the preceding year. 
With the expected increase in the 
deficit to $4.7 billion in fiscal 1955, 
there will be a slight over-all expansion- 
ary effect. 

These events are extremely interest- 
ing from the economist’s point of view. 
After the first impact of recession had 
been absorbed, the economy has re- 
mained remarkably stable for nearly a 
year, despite the steady application of 
budget policy that was deflationary in 
its aggregative aspects. Toward the 
end of 1954, moreover, the forces of 
expansion appear to be asserting them- 
selves. All this occurred not under the 
influence of some readily discernible 
impetus for expansion (such as unused 
purchasing power accumulated during 
the war) but under relatively normal 
conditions. What complex of factors 
produced these fortunate results? 

Before coming to specifics, let me 
make two general observations. First, 
a change in the deficit of $5 billion, 
though a major operation from the 
point of view of the government’s tax- 
ation and expenditure programs, is after 
all small in relation to an economy with 
a national product of over $350 billion. 
If we were properly conscious of the 
margins of error to which our economic 
analysis is subject, I doubt whether we 





No. 1] 


would expect that a $5 billion change 
in any one factor would have an as- 
certainable effect on total economic 
activity. This, incidentally, points to a 
basic dilemma in the use of fiscal policy 
as an economic stabilizer. To produce 
decisive results, changes in the budget 
surplus or deficit of from $10 billion 
to $20 billion may be needed, and then 
there is always the danger of over- 
shooting the mark in the direction of 
inflation or deflation as the case may be. 
But budgetary changes of such magni- 
tude might disrupt if not debauch the 
regular budgetary process. In view of 
the practical limits on changes in the 
budget, I do not believe that fiscal 
policy alone can be relied on as an 
economic stabilizer. But there is no 
reason why its influence should not be 
exerted in the right direction. 

My second general observation is that 


our traditional use of static analysis as a 
first approximation leads us to expect a 
constant rather than an expanding 
national income as the normal state of 


affairs. Too often we tend to assume 
that expansion must result from con- 
scious decisions by governments or 
economic groups to expand rather than 
from the normal operation of the econ- 
omy. Quite possibly the Administra- 
tion’s fiscal policy during the last year 
did have a discernible deflationary effect 
— in that it stilled the normal forces of 
expansion. If we can assume that those 
forces would have been at work but for 
the Administration’s deflationary fiscal 
policy, we reach the conclusion that the 
policy followed prevented an expansion 
of say $15 billion. While admitting the 
possibility, I for one am not prepared 
to assert the validity of the basic as- 
sumption. Some temporary decline in 
the rate of growth may have been in 
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store for “ natural” reasons. 

There are, however, several possibil- 
ities that positive expansionary influ- 
ences—apart from those that can be 
considered normal—were at work dur- 
ing the last year: 

(1) New housing starts for 1954 are 
running well above the 1953 level. This 
may have been due to the cheap money 
policy and particularly to the easy credit 
terms established by the government for 
housing. 

(2) Business investment in plant and 
equipment did not appear to suffer 
appreciably from “ accelerator” con- 
sequences of the general recession. This 
may have been due to the tax relief 
accorded to or expected by business and 
to liberalized depreciation in particular. 
Furthermore, the tax policy and the 
cheap money policy undoubtedly con- 
tributed to the stock exchange boom, 
which in turn probably helped to sus- 
tain investment. 

(3) Consumers’ expenditures ap- 
peared to increase while disposable in- 
come remained constant. This may 
have been due in part to appreciation of 
capital values on the stock exchange. 
Consumers’ expenditures may also have 
responded to the selling efforts of pro- 
ducers. While experience with severe 
depressions seems to suggest that selling 
efforts and outlays decline when demand 
slackens, the reverse may be true with 
mild recessions. I suggest as a hy- 
pothesis worth investigating that when 
sales prospects are bleak but less than 
desperate, selling efforts may increase 
consumption expenditures with given 
levels of income and hence help to 
generate additional income. 

(4) The stabilizing influences that 
have been built into the economy during 
the last twenty years—unemployment 
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compensation, agricultural price sup- 
port, social security, the progressive tax 
system, and so forth—may have 
quickened the forces of expansion by 
halting the forces of contraction. 


I conclude that, from the stabiliza- 
tion point of view, the Administration’s 
fiscal policy was an interesting and in- 
structive experiment.” But I cannot 
agree that it was the policy required by 
the economic circumstances. I continue 
to believe that, under reasonably stable 
economic conditions and with no change 
in monetary policy, changes in expendi- 
ture should be matched by correspond- 
ing changes in taxation—in other words, 
the budget should be balanced at the 
margin. With the prompt reversal of 
monetary policy that did occur, ex- 
penditure reductions of $5 billion rather 
than $10 billion from fiscal 1953 to 
fiscal 1955 might have meant the differ- 
ence between prosperity and recession. 
Whether or not this would have oc- 
curred, it does seem clear that to limit 
the expenditure cut to $5 billion would 
not have produced inflation. Alterna- 
tively, if $10 billion of government ex- 
penditures could usefully have been dis- 
pensed with, the requirements of 
stability would suggest a considerably 
greater over-all tax reduction than that 
actually made. This brings us to our 
second major question. 


The Question of the Tax Burden 


From the point of view of the long- 
run health of the economy, was there a 
pressing need to provide general tax 
relief—with special emphasis on those 


2 From the political point of view, the experiment 
turned out to be costly from the Administration’s 
point of view. In 1949 the country tolerated more 
unemployment with more complacency than in 1954, 
Perhaps a Republican administration with a Demo- 
cratic opposition provides the best assurance against 
substantial unemployment. 
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taxes that allegedly deter enterprise and 
investment? This question can only be 
answered by comparing the detriments 
involved in reductions in expenditures 
with the benefits obtained from tax re- 
duction. The Administration con- 
sidered that the need for tax relief was 
so urgent that a $5 billion expenditure 
reduction was warranted (and an ad- 
ditional $5 billion was warranted on 
budget-balancing grounds). Since the 
bulk of the reduction occurred in the 
defense program, I shall confine this 
discussion to defense. 

The Administration has supported 
defense cuts on the grounds that im- 
proved management and new weapons 
have made defense cheaper. The Re- 
view of the 1955 Budget, September 
14, 1954, stated “although less than 
recent years in both amount and per 
cent, these expenditures will maintain 
the most powerful and efficient fighting 
force the United States has ever main- 
tained short of war.” * This statement 
does not seem to me to be a sufficient 
argument for tax reduction. It pays 
no attention to what the other side has 
been doing. There seems to be general 
agreement that our margin of advantage 
over the Russians has been narrowing 
rather than widening in the last few 
years. If that is the case, should we 
not apply savings from _ increased 
efficiency to a larger program rather 
than to tax reduction and budget 
balancing? On this question I cite the 
expert opinion of Thomas K. Finletter 
who recently said: 


. the Administration’s military policy 
is taking chances with the security of 
the country. Too much weight is given 
to fiscal considerations—the balancing of 
the budget—in deciding the kind of 


3 Review of the 1955 Budget (Washington, D. C.: 
U. S. Bureau of the Budget), p. 10. 
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military force the country is to have. 
As a result we do not have, and will not 
have, in the fateful years ahead, the 
minimum military strength we need for 
the proper defense of the country.‘ 


Lest recent utterances be regarded as 
a reflection of partisan politics, let me 
give two earlier quotations from politi- 
cally impeccable sources. On May 18, 
1953, Time Magazine stated: 


So far as Washington knew, the new 
defense budget stemmed not from mili- 
tary logic but from the point of 
view expounded by Treasury Secretary 
Humphrey . . . that vast expenditures for 
defense expose the U. S. to economic 
collapse. 


As further indication that defense re- 
quirements may not have been taken 
carefully into account in making 
budget cuts, testimony by the Secretary 
of Defense and his deputy in the spring 
of 1953 before the Senate Appropria- 
tions Committee is revealing: 


Secretary Wilson: ... After we got the 
things together we added them up. 
Much to Mr. Kyes’ surprise and mine 
most of the cuts seemed to show up in 
the Air Force program. .. . 


Mr. Kyes: I did not realize it until | Air 
Force| Secretary Talbott called the... 


result to my attention. 


Further, the statement of the Secretary 
of the Treasury quoted above shows 
that expenditure reductions were re- 
garded as a fiscal imperative. 

Although some of the early mistakes 
may have been rectified, it seems to me 
clear that for the past two years pre- 
conceptions concerning the scale of ex- 
penditures that the country can afford 
have dominated defense policy. For 


4New York Herald Tribune, October 21, 1954, 
p. 1. 
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instance, the 1955 budget includes ex- 
penditures of $45 billion for military 
defense and only $.07 billion for civil 
defense! Such an approach is war- 
ranted if—and only if—tax reductions 
are in fact necessary for the continued 
health of the economy. As the Ad- 
ministration (and its predecessors) has 
frequently pointed out, the country’s 
ability to sustain an adequate defense 
program for the indefinite future de- 
pends on its ability to maintain a con- 
tinually expanding economy. With a 
declining or even a constant rate of 
national output, demands for higher 
living standards and government wel- 
fare programs would inevitably compete 
with the defense program. And the 
political difficulties of maintaining an 
effective defense program under those 
circumstances could easily prove in- 
surmountable. 


The Administration’s argument has 
been that it found the country in an 
untenable and precarious position that 
could, and that the policies followed 
during the preceding decade would, 
impede the rate of economic growth. 
To quote again from the Secretary of 
the Treasury contained in a speech on 
October 21, 1954: 


. we found the economy blown up 
with the hot air of inflation, to a point 
where there was real danger that it might 
burst, letting us all down with a crash 
that would have maimed us as a nation, 
and dropped the free world’s defenses 
invitingly low. 

We found the economy’s growth 
hampered and hobbled by a tangle of 
successive layers of regulations, controls, 
subsidies and taxes imposed in past emer- 
gencies. The economy was being twisted 
into the shape of things past, when it 
should have been reaching freely for its 
rightful future. 
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In addition, we found defense spending 
being used partly to buy defense, and 
partly as a crutch to support an unsound 
economy, thereby endangering both de- 
fense and the economy. 

In other words, we found an economy 
going stale, out of step with the times 
and out of step with the nation it had 
to serve, an economy fearful of the ghosts 
of bygone crises, living precariously on 
the treacherous dodges of inflation, sub- 
sidy, and excessive crash-and-crisis gov- 
ernment spending. 


As a result of this diagnosis the Ad- 
ministration concluded that the price 
level must be stabilized by a dose of 
deflation. And to replace the general- 
ized incentive given to business by run- 
ing the economy in top gear, specific 
tax incentives, such as liberalized de- 
preciation and dividend credits, were 
needed. The need for such a shift in 
policy was held to be so urgent as to 
justify serious weakening of 
country’s security position. 

Was this economic diagnosis correct? 
In particular, was growth being ham- 
pered, and was the situation precarious? 
With respect to the hampering of 
growth, the obstinate fact is that during 
the postwar decade the expansion and 
technological advance of the American 
economy has been unsurpassed in any 
previous period about which we have 
information—including the decade of 
the "twenties. This can be borne out 
by all the relevant statistical series, par- 
ticularly business investment in plant 
and equipment, but a vivid passage 
from President Eisenhower’s own Eco- 
nomic Report of January, 1954, will 
suffice to make the point. This report 
states: 


To the astonishment of many, still under 
the spell of the theories of economic 


the 
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maturity that darkened the ‘thirties, the 
expansion of private spending quickly 
compensated for the sharp decline of 
governmental expenditures. Then came 
the extension of Marshall Plan aid to 
foreign countries—and, more recently, 
the Korean problem and the superim- 
position of a huge defense program on an 
expanding civilian economy. While these 
events, together with the great inflation 
of credit and prices that followed in their 
path, dominated public attention, power- 
ful forces of growth were quietly gather- 
ing strength within the economy—ex- 
pressed in the upsurge of population, the 
onrush of technology, the innovations of 
finance, the intensified pace of business 
competition, the rapid obsolescence of 
business plant and equipment, the in- 
dustrialization of the South, the rapid 
development of the West, the widening 
of the middle class, the diffusion of home 
ownership, and the development of mass 
markets for a host of new consumer 


goods. 


With respect to precariousness, again 
I can find no evidence of an inflationary 
boom that was in danger of collapse. 
Since early 1951, there has been virtu- 
ally no inflation that can be attributed 
to fiscal policies that generated pur- 
chasing power in excess of the econ- 
omy’s capacity to produce. 

The cost of living did rise over the 
period, but this was substantially due 
to factors such as the removal of rent 
control and the catching up of trans- 
portation costs with previous inflations. 
These adjustments were more likely to 
be deflationary than inflationary in their 
consequences—except insofar as they 
contributed to a wage-price spiral, 
which they have not done to an ap- 
preciable extent. The main inflationary 
influence, in my opinion, lay in the 
political alliance between the Demo- 
cratic Administration and organized 
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labor. This alliance assured that wage 
issues of major importance, such as 
steel in 1952, would be settled on terms 
that would probably result in upward 
pressure on prices. I am not suggesting 
that such a policy is untenable and 
likely to end in a crash. What I do 
suggest is that the present Administra- 
tion’s relation with organized labor 
would have been sufficient to remove 
such inflationary pressure as there was 
and the drastic fiscal measures taken 
were not needed for that purpose. 

I do not mean to imply that tax re- 
form was not needed. On the contrary, 
I believe there was a strong case for 
removal of the excess profits tax (which 
would have gone in any event) and for 
more liberal depreciation allowances. I 
am also prepared to regard the dividend 
credit with more tolerance than many 
of its critics. But I do not believe, as 
the Administration evidently did, that 
these changes were imperative at the 
present time and that there was a com- 
pelling need to cut defense expenditures 
in order to accomplish them. 

Even if we accept all the Administra- 
tion’s arguments and conclude that the 
tax cuts were necessary (and that it 
was not feasible to enact new taxes), 
there is no good reason why defense 
expenditures should have been cut as 
deeply as they were. I have already 
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argued that a $5 billion cut would have 
been more consistent with economic 
stability than one of $10 billion. But 
even a cut of that amount would not be 
needed to achieve stability if the Ad- 
ministration were prepared to make 
active use of its monetary controls to 
check incipient inflation. While $5 
billion is a small figure in relation to a 
$350 billion economy, it is by no means 
small in relation to the defense program. 
Translated into planes and missiles, de- 
tection devices, research and develop- 
ment for the future, or civil defense, $5 
billion of additional expenditures could 
add greatly to the security of the 
nation. 

I regretfully conclude that I can find 
little economic justification for the 
policy that has been pursued. In the 
absence of convincing evidence to the 
contrary, it seems to me to be an at- 
tempt to return to “normalcy” by 
paying a high price in terms of national 
security. The Administration seems, in 
fact, to be governed by the same kind 
of faulty economic diagnosis that led 
its predecessor to cut military budgets 
in the pre-Korean period. One can only 
hope that future historians will com- 
mend the Administration for having 
the wisdom of the man who underin- 
sured his house and did not have a fire. 








AN APPRAISAL OF THE INTERNAL REVENUE 
CODE OF 1954 


KENNETH W. GEMMILL * 


8) Syme keine appraisal of the In- 
ternal Revenue Code of 1954 at 
this time is somewhat difficult (particu- 
larly for one who had the privilege of 
considering for the government each 
and every part of the Code). Only as 
the Code is applied and day to day 
problems arise can a full appraisal be 
made. It is significant, however, that 
in all of the literature to date and in 
much of the work which has been done 
within the Internal Revenue Service, 
only a few relatively major problems 
have been presented. 

Even time may not provide a full 
For example, the Revenue 


appraisal, 
Act of 1942 (to which Mr. DeWind 
looks so wistfully) was at the time of 


its enactment described as “a monu- 
ment of statutory incomprehensibility.” 
Indeed, a review of the cases under 
some of the simpler provisions of that 
act show the problems involved in tax 
legislation. The provision providing a 
deduction for nontrade or business ex- 
penses contained in that act was a long 
overdue provision. As drafted, it is 
simple and understandable. Yet there 
have been over 170 decided cases under 
that simple provision. The pension trust 
provisions in that act left the tax pro- 
visions as to pension trusts largely in 
the hands of the Commissioner of In- 
ternal Revenue. Under such a provision 


* The author is a partner in the firm of Barnes, 
Dechert, Price, Myers and Rhoads, and was formerly 
Assistant to the Secretary of the Treasury. 


it would be expected there would be 
very little work for the courts to do in 
interpretation. Extensive regulations, 
booklets and rulings were issued by the 
Commissioner. Yet we had over 60 
decided cases under that section and 
three changes made in it by subsequent 
Congresses. How the 1954 Code will 
fare in the hands of the courts, only 
time will tell. 


Any technical appraisal must also 
consider the scope of the project and 
its accomplishments and failures. Con- 
sider the scope of the project: first, a 
complete rearrangement of the Code; 
second, changes in definition of gross 
income, deductions, credits, corporate 
organizations, reorganizations, liquida- 
tions and distributions, accounting pro- 
visions, exempt organizations, old Sec- 
tion 102, natural resources, estates and 
trusts, partnerships, foreign income, 
some capital gain provisions, some basis 
provisions, consolidated returns, estate 


‘and gift taxes, a new system of taxing 


wine, and a complete overhaul of the 
administrative provisions. 

The rearrangement of the Code was 
designed to accomplish two results. The 
first objective was to place all matters 
related to the same subject matter in 
the same part or subchapter. Thus, for 
example, the provisions relating to 
banking institutions, natural resources, 
corporate reorganizations are placed in 
separate subchapters. The second 
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purpose was to place at the beginning 
of each subchapter those sections which 
would be most used by most taxpayers. 
The more highly specialized provisions 
were placed farther down in the sub- 
chapter. No great criticism of the re- 
arrangement of the Code has been 
heard; indeed, some compliments have 
been heard. There are those that say 
that the Code has been made an easier 
tool for tax practitioners to use. 


In drafting, the aim was to use de- 
scriptive headings, short sentences, 
short paragraphs, with as much break- 
up of the paragraphs as_ possible. 
Drafting is a very difficult process and 
takes much time. To the extent the 
time permitted, this result was also ac- 
complished. To be sure, some compli- 
cated sections remain. However, many 
sections present shorter sentences and 
consequent easier understanding than 


comparable provisions in the earlier law. 


In the new Code, items which are to 
be included in gross income and items 
which are to be excluded from gross 
income are set forth in more detail than 
in the previous Code. These provisions 
make the determination of what is to be 
taxed and what is to be excluded from 
tax easier than the prior law. They do 
not solve all the problems and, of course, 
raise additional problems. An example 
of this is the provision with regard to 
the payment under accident and sick- 
ness plan. Here are many changes more 
favorable to taxpayers. “The virtue 
of the Code does not lie in any single 
great improvement .... but in a great 
number of small improvements, de- 
signed to make the income tax harness 
rest more easily on the shoulders of 
taxpayers.” ' 


In several large areas the law is stated 
in some detail for the first time. For 
example, in the area of the taxation of 
partnerships previous law had only 
scanty provisions. Now the Code con- 
tains rules as to tax effect of a forma- 
tion of a partnership, rules as to its tax- 
ation during its existence, rules as to 
taxation of the partners on the partial 
or complete liquidation of the partner- 
ship, rules as to the basis of the assets 
the partnership has in case of the death 
of a partner or the sale of a partner’s 
interest, and many other provisions. 
In the area of the taxation of the in- 
come of trusts and estates, the Code has 
adopted the principle of taxing to the 
beneficiaries all distributions up to the 
amount of the current year’s income. 
Additional provisions to prevent in- 
vasion in case of excess distributions 
were also adopted. The law has been 
separated into the law which applies to 
simple trusts and that which applies to 
complex trusts. The rules as to simple 
trust will apply to 90 per cent of the 
trusts in the country; therefore, the 
rules as to complex trusts will not need 
to be applied as often as in the past. 
The Clifford rules have been stated in 
the law. All of these provisions, while 
they do not solve all of the problems 
in these two areas and leave several 
problems, result in a substantial advance 
in the law of taxation. 

The Accounting Provisions bring tax 
accounting and commercial accounting 
closer together. “ The 1954 Code repre- 
sents a significant step forward in the 
harmonizing of tax accounting and 
commercial accounting on questions of 


1“ The Internal Revenue Code of 1954: Income 
Reductions, Gains and Losses,” Harvard Law Review, 
December, 1954, pp. 201, 204. 
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allocating income and deductions to 
particular tax years.” * 

Subchapter C which contains the 
rules with regard to distributions by 
corporate reorganization of corporations 
and the formation and reorganization of 
corporations brings into one place all 
the rules with regard to these topics. 
The basic arrangement was to state the 
effect on the corporation, the effect on 
the shareholder, and the basic provisions 
as to any particular type of transaction 
in one place. Here again consider the 
scope of the changes. Here we find a 
new rule as to the basis of assets re- 
ceived as a dividend by one corporation 
from another corporation; in the area 
of redemption of stock, new rules are 
stated for the taxation of the share- 
holder where there is a disproportionate 
redemption, a complete redemption of 
the stock held by a shareholder, and a 
liberalization of the rules providing 
for a redemption of stock to pay 
estate taxes and other expenses of 
the estate; a new rule with regard to 
the treatment of stock rights with a 
value of less than 15 per cent of the 
value of a share on which the right was 
distributed was also stated; stock divi- 
dends in all cases, except in one minor 
area, are made tax free; the bail-out 
problem is dealt with at some length; 
in the area of liquidations, the Court 
Holding case and the Kimbell-Diamond 
case are dealt with; some of the con- 
ditions with regard to partial liquida- 
tions are stated in the Statute; in the 
area of organization of a corporation, 
the requirement that the stock or 
securities be received proportionately is 

2“ The Internal Revenue Code of 1954: Tax Ac- 


counting,” Harvard Law Review, December, 1954, 
pp. 257, 290. 
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removed, making easier the formation 
of a corporation; changes were also 
made in connection with reorganiza- 
tions. 

Mr. DeWiud has some harsh words 
to say about these provisions and at 
several points indicates that a particular 
provision “ must be put down to tech- 
nical inadequacy.” As one who knows 
of the day to day developments of these 
provisions, I can state with assurance 
that no provisions were adopted because 
of “technical inadequacy.” The staff 
was extremely competent, particularly 
in this area. The Journal of Ac- 
countancy for August, 1954, states: 


The Senate Finance Committee version 
of Subchapter C, relating to corporate 
distributions and adjustments, is a par- 
ticularly admirable piece of legislation. 
Congressional and Treasury experts, to 
whom great credit is due for this superb 
bit of draftsmanship, can be justly proud 
of their accomplishment. 

They have succeeded in clearly express- 
ing in the statute both the written and 
‘unwritten’ law that has evolved over a 
third of a century regarding corporate 
exchanges and distributions. In addition, 
they have eliminated much of the uncer- 
tainty as to the tax effects of such trans- 
actions.® 


A writer * in the January, 1955 issue 
of the American Bar Association Jour- 
nal, after reviewing Subchapter C, 
states: 


In conclusion, it may be stated that 
broadened application of the ‘ in solution ’ 
principle to transactions between corpora- 
tions and their shareholders has decreased 


8“ The Tax Clinic,” ed. James J. Mahon, Jr., 
p. 240. 

4 William L. Kumler, “ Corporate Distributions of 
Stock: A Bird’s Eye View of the New Code Pro- 
visions,” Vol. 41, pp. 29, 33. 
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uncertainty to a large degree and has in- 
creased flexibility in the adjustment of 
corporate capital structures. On the other 
hand dividend distributions, masquerading 
as sales of corporate stock, have been 
made much more difficult, if not impossi- 
ble, to accomplish. 


The Code also contains a whole new 
basis for the taxation of wine industry. 
These provisions are generally over- 
looked. 

All the provisions with regard to 
procedure are placed in Subtitle F. 
This represents a substantial advance 
over previous law. The administrative 
provisions of the old law were sprinkled 
throughout the Code and Statutes and 
many were hard to find. All of these 
rules have been put in one place and 
to the greatest extent possible a uniform 
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rule provided for all types of taxation. 
These provisions make use of the ad- 
ministrative provision much easier both 
for the tax collector and the taxpayer. 

Does not this brief review of what 
was attempted and accomplished show 
that a substantial advance has been 
made in the law of taxation? 

One writer answers this question as 
follows: ° “It can fairly be said—and 
this appears to be the consensus of in- 
formed opinion—that the 1954 Code as 
finally enacted is a considerable improve- 
ment over the 1939 Code and represents 
a distinct step forward.” 


5 Norris Darrell, The Internal Revenue Code of 
1954 paper to be published as Major Tax Problems 
of 1955, Proceedings of the Tax Institute of the 
University of Southern California School of Law, 
by Matthew Bender & Company, reported by the 
American Law Institute. 








A TECHNICAL APPRAISAL OF THE INTERNAL 
REVENUE CODE OF 1954 


ADRIAN W. DEWIND * 


A TECHNICAL appraisal of the new 

Internal Revenue Code can at pres- 
ent be no better than partial and tenta- 
tive. Although, apart from arrange- 
ment, much of this 928 page law was 
derived verbatim by the present Ad- 
minxsistration from the prior works of 
the Roosevelt, Hoover, and Coolidge 
Administrations, still there is a very 
large quantity of new material, much of 
it concentrated in the most technically 
complicated fields of the tax law. It 
will take a long time for anyone, in- 
cluding even those who had constant 
contact with the bill as it developed, to 
make anything like a final qualitative 
judgment. Indeed, three months after 
enactment and prior to the issuance of 
any regulations, any attempt at over-all 
discussion should contain an apology in 
advance for inevitable errors and mis- 
takes in understanding. 

Some general comments are possible. 
Aside from the new depreciation rules 
and the dividend received allowance for 
individuals, nothing new in basic taxing 
philosophy or theory has been added. 
Moreover, in terms of revenue effects, 
these two innovations, plus the impres- 
sively large first year savings that ap- 
pear to be permitted by changes in 
accounting rules,’ provide the three 
major sources of benefit to taxpayers. 

There are many selective, relatively 


“The author is a partner in the firm of Paul, 
Weiss, Rifkind, Wharton & Garrison. 


1 The fiscal 1955 revenue loss of $47 million due to 
accounting provisions estimated in the Senate Finance 
Committee’s report (Senate Report No. 1622, 83d 
Cong., 2d Sess., p. 67) appears understated. 


minor tax relief devices. Typifying 
these are the small benefits for working 
wives, broadened dependency defini- 
tions, slightly increased medical expense 
allowances, more flexibility in employee 
stock options, some estate tax relief, 
principally for life insurance, and other 
such scattered items. Some particular 
groups of taxpayers obtained special re- 
lief (“inventors” and real estate de- 
velopers, to name only two). 

The rest is technical. Loopholes (in- 
tentional or unintentional) may deposit 
isolated windfalls on some. The un- 
wary may lose their tax scalps in hidden 
ambushes, and some old loopholes have 
gone or are harder to get through. But 
the new tax law, in all but the areas of 
comparative innovation named above, 
does nothing to change the over-all 
shape of the revenue system, nothing to 
affect importantly either incentives or 
“ decentives ””—in fact, nothing which 
would lead one to expect that here is the 
“cornerstone ” of a major federal legis- 
lative program. 

By comparison with the 1954 Code, 
the tax legislation that attended the be- 
ginning of World War II, particularly 
the Revenue Act of 1942, created a tax 
revolution, dwarfing the new law in sig- 
nificance. The 1954 law provisions are 
not comparable in importance to the 
basic changes of those earlier laws—the 
pension trust provisions, the war loss 
deduction, 60-month amortization cer- 
tificates, the ““ LIFO” inventory method, 
loss carryback allowances, and many 
other major technical innovations. It is 





TECHNICAL APPRAISAL 41 


important, therefore, to keep in mind 
from the outset that the new law makes 
numerous changes and presents many 
problems of detail but does not (outside 
of the depreciation and dividend rules) 
create new departures significant for the 
future shape of our taxing system or the 
direction of its development as an in- 
strument of fiscal, economic, or social 
policy. Many new technical “ gadgets ” 
have been introduced; structural re- 
forms of large dimension there are not. 
Hence, where technical problems of the 
new law are referred to as significant or 
important, these words must be read in 
a narrow frame of reference. 

A technical appraisal is presumably to 
be contrasted with a policy appraisal. 
However, technical aspects are not com- 
pletely separable from policy considera- 
tions. Technical problems for the most 
part derive from policy decisions and, 
moreover, even technique must be 
founded upon basic policies as to both 
law and administration, particularly 
policy as to the scope to be given to 
administrative discretion and interpre- 
tative rule making and similar consider- 
ations. A technical appraisal, there- 
fore, must proceed at several levels. At 
the broadest level we may look into the 
question of whether, in the major areas 
of revision (without regard to detail), 
there has been a basic improvement in 
the taxing structure. At another fairly 
broad level one may inquire whether the 
new law has successfully dealt with the 
inevitable and often irreconcilable con- 
flicts between basic policy as to tax 
equity on the one hand and technical 
policy as to simplicity and administra- 
tive practicality on the other. At still 
another level, one should examine basic 
technical methods that have been 
adopted for achieving desired policy 
objectives. Finally, one comes to the 


matter of detail, that is, the skill with 
which language has been devised to de- 
scribe the desired result accurately and 
completely, without unnecessary blank 
spots, ambiguities, loopholes, or unneces- 
sary complexities. 


MAIN AREAS OF REVISION 


The bulk of the technical revision in 
the new Code has been concentrated in 
four areas: 


1. Organizations, reorganizations, 
distributions and liquidations of corpo- 
rations. 

2. Partners and partnerships. 

3. Estates and trusts. 

4. Accounting rules. 


In addition to these four wide areas, 
there are, of course, many other specific 
new provisions scattered through the 
1954 Code. Some of these are of tech- 
nical importance and significance. For 
example, the new provision for acceler- 
ated depreciation, in addition to pre- 
senting important problems of tax 
policy, raises some technical problems, 
the proper solution of which is impor- 
tant. Many other changes from the 
1939 Code also have technical aspects 
which merit study. However, the pres- 
ent paper is largely confined to the four 
principal topics mentioned and will use 
these as a basis for appraisal of the new 
Code. 

With respect to the choice of these 
four areas for legislative overhauling, 
there can be little quarrel. No really 
basic reexamination of these important 
fields has been undertaken in more than 
20 years. Indeed, most of the 1939 
Code provisions were pretty well estab- 
lished by the Revenue Act of 1928. In 
the intervening years, as national in- 
come and tax rates have climbed to- 
gether, more and more pressures have 
been exerted on the technical structure. 








42 NATIONAL TAX JOURNAL 


Little more than piecemeal stopgap re- 
visions have been made to deal with the 
new and sharpened problems that have 
arisen. 


Corporation Problems 


In the field of corporate organiza- 
tions, distributions, reorganizations and 
liquidations, the task of adapting the 
system to meet new problems has been 
left almost entirely to the courts. Gloss 
upon gloss has been put on the statute, 
to the point where the judiciary has in- 
creasingly evidenced a feeling that the 
task is a wearying and unsatisfying one. 
The courts have combatted various 
efforts to manipulate the taxing pro- 
visions, evolving nonstatutory doctrines 
regarding “ business purpose,” “step 
transactions,” “ continuity of interest,” 
and so forth. A long line of cases 
stretching over 15 years provides the 
history of an ineffective struggle to deal 
with the problem of capital gain “ bail- 
outs” of accumulated corporate earn- 
ings. The milestones in judge-made 
provisions have contributed much more 
to the structure of the tax law than the 
meager statutory enactments that have 
been added along the way. It was in- 
deed time to take a look at this area, 
with a view to a statutory assimilation 
and coordination of developments of 
over 20 years. How much was accom- 
plished and at what price in new prob- 
lems and uncertainties is, however, an- 
other matter. 


Partnership Problems 


As to the taxation of partnership 
income, the problems here have been 
inherently more acute than in the cor- 
porate field, although since the subject 
is of less over-all importance to the tax- 
ing structure, the quantitative impact 


has been less. The provisions of the 
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1939 Code dealing with the relationship 
for tax purposes between partnerships 
and their partners never developed be- 
yond the rudimentary stage. Solutions 
to the many complicated taxing and 
basis problems that arise out of (1) 
contributions of property to partner- 
ships, (2) distributions in kind to part- 
ners, (3) the use of partnership and 
partners of different fiscal years, and 
(4) the winding up of partnership in- 
terests either by sale, dissolution, or 
death have all had to be dealt with 
almost entirely by administrative inter- 
pretation and court decision. Neither 
process has proved even reasonably ade- 
quate to develop a satisfactory or con- 
sistent system of taxation. Court de- 
cisions have been meager, considering 
the number of problems. Administra- 
tive practice has varied not only be- 
tween Washington and field offices but 
between one revenue district and an- 
other. Even within the same district, 
administrative practices have not been 
coordinated. Published and unpub- 
lished rulings have been in direct con- 
flict with each other, and in some areas 
it was frankly recognized that published 
positions had no relationship whatever 
to current administrative practice. 

The result of this confusion has been 
largely adverse to the revenue. Lacking 
detailed statutory or regulatory pro- 
visions, taxpayers and practitioners have 
often been able to select among conflict- 
ing theories the one that will be most 
favorable to a particular situation. Less 
often, taxpayers have been caught in 
unexpected liabilities that might have 
been avoided. In most cases, without 
specific administrative directives, reve- 
nue agents appear to have simply con- 
formed to the taxpayer’s treatment of 
various matters. In the courts, the 
entity and aggregate theories of part- 
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nership taxation have struggled for 
supremacy, each winning victories and 
each suffering losses, until it became im- 
possible to harmonize results. Develop- 
ment of a basic statutory policy was 
long overdue, and the new law has to a 
great extent supplied the need. 


Trusts and Estates 


Increasing individual surtax rates have 
brought the use of family trusts into 
high popularity as devices not only for 
serving family needs but also for split- 
ting income without giving up complee 
control by the grantor over investment 
and use of the property or the applica- 
tion of its income. To the extent that 
the use of trusts primarily for tax sav- 
ing purposes has increased, inevitably 
abuses of the taxing structure have been 
attempted. 

Over the past 20 years the Congress 
has adopted stopgap sets of rules de- 
signed to deal with the worst problems. 
The principal legislative effort occurred 
in 1942 when the so-called “65 day 
rule” and the three-tier system of pri- 
ority for determining the source of trust 
distributions were adopted to deal with 
glaring instances of avoidance of sur- 
taxes through accumulations of income. 
The 1942 plan was complex and was 
recognized at the time as being only a 
partial solution to the problems that had 
arisen, 

The courts have been much more 
active in this field than the Congress. 
In the years after 1940, in literally hun- 
dreds of decisions, the courts developed 
a set of rules designed to prevent 
grantors from setting up trusts for tax 
splitting purposes while, at the same 
time, retaining so many powers of dis- 
position and administrative control 
(either directly or indirectly through 
such devices as “ cross trusts” or sub- 


TECHNICAL APPRAISAL 43 


servient trustees) that it could fairly be 
said that for practical purposes the 
grantor remained the owner of the 
property transferred in trust. Needless 
to say, the results were not entirely har- 
monious. In 1945 the Treasury Depart- 
ment, after some 200 to 300 decisions 
had accumulated, attempted to bring 
some order out of the cases by promul- 
gating the so-called “ Clifford regula- 
tions ” setting up detailed rules for the 
handling of this particular problem. 
While, on the whole, these regulations 
proved sufficiently liberal and flexible to 
permit sound family trusts while stop- 
ping many abuses, the attempted ad- 
ministrative solution inevitably came 
under attack by litigation. By 1953 it 
had become apparent that these regula- 
tions, lacking the full force of law, were 
going to be inadequate as a long-range 
solution. In fact, their keystone pro- 
vision taxing grantors on income from 
short-term trusts (created for a term of 
less than 10 years) was shaken by one 
adverse court decision * containing lan- 
guage which put in doubt the validity 
of much of the regulations. 

Under the circumstances, the decision 
to carry out a detailed statutory revision 
of the entire trust and estate income tax 
structure can only be viewed as most 
timely. The new rules go far toward 
resolving the problems. 


Accounting Rules 


The making of important changes in 
tax 
Congressional acquiescence in arguments 
advanced by many, over the past 15 
years, that it was undesirable for the tax 
law not to permit the use of many con- 
servative accounting practices which are 
used for various nontaxing purposes 


accounting principles represents 


2 Comm’r. v. Clark, 202 F. 2d 94 (7th Cir. 1955). 
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such as reports to stockholders, banks, 
etc. Generally speaking, these prac- 
tices have the effect of postponing the 
accounting for income and accelerating 
the deduction of expenses. 


It is true that there has been con- 
siderable inflexibility in permitting the 
deferment of taxation of prepaid but 
still unearned income, the use of re- 
serves against cash receipts being limited 
to special cases such as magazine sub- 
scription income and the like. Even in 
these special areas the government has 
sought to discourage the growth of de- 
ferment practices. The same has been 
true of the rather strict rules against 
allowing reserves for or accrual of ex- 
penses which, while reasonably certain 
to arise in the future as a result of ac- 
tivities producing currently accruable 
income, have not yet become strictly 
accruable obligations. 

The strictness of the rules with re- 
spect to the accrual of income and 
expenses has contrasted rather markedly 
with other tax accounting practices. 
Most in contrast has been the quite lib- 
eral attitude that has been taken gen- 
erally with respect to accounting for 
inventories. Not only has the statu- 
tory law favored inventory “ reserves,” 
through use of such accounting devices 
as the “ LIFO” method, but also in its 
administrative practices the Internal 
Revenue Service has been notably leni- 
ent with respect to matters of valuation, 
so that the business (particularly small 
or medium-sized) which does not have 
a rather sizable “ cushion ” in its inven- 
tory has grown to be the exception 
rather than the rule. 


Accordingly, the decision to re-ex- 
amine accounting practices and try to 
provide specific rules tending to bring 
tax accounting more into line with ordi- 
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nary widespread accounting practices 
for other purposes was probably a wise 
one. In this particular area, however, 
pitfalls abound for the unwary. What 
may be a sound tax accounting practice 
for one taxpayer may be plain un- 
adulterated tax avoidance for another. 
In addition, tax accounting has elements 
of public interest foreign to accounting 
for other purposes. Generally speaking, 
the latest time at which it may be best 
to collect a tax on income will tend to 
be when the income has been received. 
This need not coincide with the best 
time to report the income to share- 
holders, lending institutions, other pub- 
lic bodies, and so forth. The problems 
are different, and the answers should 
frequently be different. Moreover, once 
strict rules of accrual are departed from 
the would-be reviser is liable to find 
himself adrift in a very uncharted sea. 

Accordingly, the wisdom of the de- 
cision to legislate here was largely a 
function of how cautious the approach 
was to be. As it turned out, caution 
was thrown to the winds in some re- 
gards and not all the newly permitted 
practices are everywhere regarded as 
“sound.” Already the question is being 
raised frequently whether it is desirable 
to reflect many of the expense reserve 
items permitted by the new law in re- 
ports to shareholders, a somewhat ironic 
development after all that was said 
about conforming accounting practices. 


DETAILED DISCUSSION 


Corporate Organizations, Distributions, 
Reorganizations, and Liquidations * 


When the revision bill was in prepa- 
ration for the Ways and Means Com- 
mittee, the Treasury Department and 

3 Internal Revenue Code of 1954, Subtitle A, Sub- 


chapter C ($$ 301-391). All section references here- 
after are to the 1954 Code unless otherwise noted. 
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the Joint Internal Revenue Committee 
staffs reached a decision to embark upon 
a wholesale rewriting of the corporation 
provisions. The policy decision was 
made to abandon any attempt to utilize 
the basic existing structure as a founda- 
tion. Provisions which would be new, 
not only in form, organization, and lan- 
guage, but also in technical concept, 
were decided upon. 

Having before them the disastrous 
effects of the recent court decision up- 
setting the prior ruling policy of the 
Treasury as to “ bail-outs,” * the drafters 
began their work in a very “ bail-out ” 
conscious manner. It was decided for 
many purposes to make distinctions be- 
tween “ participating ” and “ non-par- 
ticipating ” stock. It was also decided 
to equate many corporate securities 
other than stock with nonparticipating 
stock. The effort to do this led to a 
dizzying set of new definitions in the 
House bill which defied the best efforts 
of everyone involved to bring them 
under control. Another basic technical 
decision that was made was to try to 
eliminate the uncertainties that had 
arisen under the old law from the de- 
velopment of such general concepts as 
“business purpose,” “distributions 
essentially equivalent to a dividend,” 
“continuity of interest,” etc. In the 
quest for precision it was proposed to 
make tax effects depend upon fixed 
numbers, fixed percentages, fixed periods 
of time, and other such precise and defi- 
nite rules. 

The effort to adopt these new defini- 
tions and concepts and to make the 
fixed rules work properly did not suc- 
ceed. Unfortunately, the work was 
done in almost complete secrecy so that 
the new provisions became at all widely 


4 Chamberlin v. Comm’r., 207 F. 2d 462, cert. 
denied 347 U. S. 918 (1954). 
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known only when the House bill was 
introduced on March 9, 1954. By the 
time the consternation and bewilder- 
ment of tax practitioners and other tax 
experts had been translated into effec- 
tive criticism, the life of the 83rd Con- 
gress was rapidly running out. Not 
until the Senate Finance Committee 
hearings began in April did it finally 
become apparent that Subchapter C of 
the Housé bill would have to be largely 
abandoned. 

In the rush that followed, the first 
basic decision that was made was to re- 
turn to the structure of the 1939 Code 
and to simply impose thereon such re- 
visions as seemed to be of crucial impor- 
tance. This decision, of course, placed 
all the subsequent technical problems in 
an entirely new channel. It simplified 
matters very greatly, but most of the 
work done in preparation for the House 
bill was no longer usable and the techni- 
cal drafting processes started off almost 
entirely anew, under a most urgent 
pressure of time. 

It was decided to superimpose upon 
the 1939 Code structure several new 
rules of considerable technical impor- 
tance. The “ bail-out” problem was to 
be brought within workable confines by 
abandoning the complicated definitions, 
fixed percentages, and time of holding 
rules of the House bill and substituting 
therefor the basic concept of treating 
subsequent sales of typical “ bail-out ” 
stock as sales of noncapital assets. Re- 
demptions of such stock would be cov- 
ered by generally applicable redemption 
rules basically like those of the 1939 
Code but with some specific new rules 
added. 

Somewhat incident to this bail-out 
policy was the important decision to 
bring all divisive reorganizations under 
a single set of rules which would set up 
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rather definite tests of eligibility for 
tax-free divisions ° of businesses. Stock 
distributed in such rearrangements was 
to be subject to the new bail-out rules. 
Further, eligibility was, in general, to be 
confined to divisions of separable active 
trades or businesses conducted under the 
same corporate ownership or control for 
at least five years. In addition, however 
(representing an important change from 
the House bill), it was decided, as an 
over-all avoidance preventing device, to 
continue (as in the 1939 Code “ spin- 
off” provision) to deny tax-free treat- 
ment to distributions used principally 
as a device for distribution of earnings 
and profits. At the same time, in a 
decision of major technical significance, 
the concept of tax-free split-ups was 
broadened to include non-pro rata di- 
visions of businesses among their various 
owners. 

As part of this program, it was also 
decided to rewrite completely the pro- 
visions dealing with corporate liquida- 
tions, both partial and complete. The 
basic policy here was to redefine and 
separate the treatment of “ liquidations ” 
from the treatment of “ stock redemp- 
tions,” the former being limited to 
transactions involving bona fide “ busi- 
ness contractions,” while redemption 
treatment would apply to stock redemp- 
tions not incident to contractions, This 
separation, it was thought, would make 
possible more liberal allowance of capi- 
tal gain treatment to liquidations than 
to redemptions, it being the view appar- 
ently that business contractions would 
be less susceptible to dividend avoiding 
motives and hence not so much in need 

5 For convenience, all such divisions may be re- 


split-ups,”” including those technically 
split-ups,” as “ split-offs” and 


ferred to as 
differentiated from 
“ spin-offs,” 
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of being hedged about with tax avoid- 
ance safeguards. 

The next major technical decision 
that was made was to relieve sellers of 
the problem of how to avoid incurring 
both corporate and shareholder taxes 
upon sales of corporate businesses and to 
relieve purchasers from the troublesome 
basis problems inherent in purchases of 
stock followed by liquidation of the cor- 
poration formerly conducting the enter- 
prise, i.e., the so-called Court Holding ° 
and Kimbell-Diamond * problems. 

Thus corporate taxpayers purchasing 
a corporate business were to be entitled 
to take the price paid as the cost basis 
for the assets acquired, regardless of 
whether the assets were purchased di- 
rectly or acquired indirectly by pur- 
chase of controlling stock followed by a 
liquidation of the acquired corporation. 
At the same time, taxpayers purchasing 
controlling stock were not to be obliged 
to apply the cost of their stock as the 
basis of the corporate assets if the ac- 
quired corporation was not liquidated. 

On the other side of this coin, the 
decision was reached to permit sale of 
its business assets by a corporation fol- 
lowed by liquidation without imposition 
of a corporate tax, provided the liquida- 
tion was taxable to the shareholders. 
Tax on the corporation would be im- 
posed if no taxable liquidation followed 
the sale. 

It was also decided to broaden con- 
siderably the concepts of tax-free or- 
ganizations and_ reorganizations by 
eliminating continued pro rata owner- 
ship as a requirement of tax-free organi- 
zations and, in the case of reorganiza- 


6 Comm'’r. v. Court Holding Co., 324 U. S. 331 
(1945); U. S. v. Cumberland Public Service Co., 338 
U. S. 451 (1950). 


7 Kimbell-Diamond Milling Co. v. Comm’r., 187 F. 
2d 718 (Sth Cir. 1952). 
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tions, by permitting assets transferred 
in the reorganization to be received by 
a subsidiary corporation of the corpora- 
tion whose securities were issued in ex- 
change for the assets. 

Finally, it was decided to permit 
many of the tax attributes of a corpora- 
tion which disappeared in a corporate 
reorganization to be inherited by the 
successor corporation, with, however, 
specific safeguards against permitting 
the inheritance (or purchase) of loss 
carryovers to be used for tax avoidance 
purposes. 

The decision to build these new pro- 
visions upon the 1939 Code structure 
brought the task within the realm of 
feasibility in the time that remained. 
Nevertheless, such major technical 
changes left many knotty and difficult 
mechanical problems to be worked out. 
Fortunately this was recognized, and the 
initial policy of secrecy which had sur- 
rounded the House bill was largely 
abandoned so that many responsible 
professional and other groups could be 
asked to participate in the drafting of 
the new provisions. Thus, the Treasury 
and the Joint Committee staffs had the 
advantage of outside criticism and com- 
ments as the Senate bill developed. 

Despite all this, the resulting pro- 
visions in many respects bear the mark 
of their hasty preparation. Numerous 
defects appear serious. Regulations to 
some extent may be able to give relief 
where it is needed and to fill gaps and 
loopholes where they exist. Many more 
stubborn defects will undoubtedly re- 
quire supplementary legislation at an 
early date. 

As to the wisdom of the major tech- 
nical decisions above described, views 
may differ. It may be urged that as 
far as promoting desirable business re- 
arrangements is concerned, the com- 
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plexities added to the new law, the new 
areas of assured litigation, the inevitable 
new tax traps for the unwary, the un- 
avoidable loopholes and the promise of 
additional corrective legislation are not 
justified by any of the results achieved 
in terms of removing tax inhibitions. 

Even assuming a highly competent 
handling of technical details, was it 
really justifiable to engage in what at 
best is only a patch-up job on the 1939 
Code, rather than basic revision? The 
disturbance of settled rules, the prob- 
lems of assimilation of new rules into 
the tax system by taxpayers, by ad- 
ministrators, and by courts are likely to 
be almost as extensive in a major patch- 
ing job as in a complete revision. More- 
over, the Congress, understandably, will 
not readily welcome repeated major 
technical legislation. Accordingly, op- 
portunities for large scale revision should 
not be squandered. It may be several 
years before another such opportunity 
arises. Judging by the long gap be- 
tween the 1942 and the 1954 laws, the 
resistance to large technical tax bills is 
fairly effective. 

Within the framework of a limited 
revision, the policy decisions on what 
should be done appear less open to ques- 
tion. The reasons for sharply dividing 
the treatment of liquidations from re- 
demptions seem obscure, but the Kim- 
bell-Diamond and Court Holding prob- 
lems certainly called for some solution; 
the “ bail-out ” problem had to be dealt 
with after the Chamberlin decision; 
the tax treatment of corporate divisions 
needed clarification. The principal ques- 
tion remaining is as to the technical 
competence with which the policy de- 
cisions were translated into statutory 
enactment. 

Not surprisingly, the principal tech- 
nical defects which have come to light 
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in early experience with the new law are 
concentrated in the new provisions 
superimposed on the 1939 Code struc- 
ture. The difficulties that have arisen 
thus far are of two main kinds. There 
are, on the one hand, many technical 
“ bugs ” in deliberately chosen technical 
devices. The second type of defect 
arises from what appear to be inadvert- 
ent omissions of provisions necessary to 
round out the operation of various rules. 
While too broad generalizations are 
dangerous, it seems that most of the 
problems in both categories stem from 
a common source, namely, a basic policy 
decision to attempt to limit so far as 
possible the area of administrative dis- 
cretion and judicial interpretation. The 
attempt has been to set up precise mathe- 
matical lines between taxable and tax- 
free transactions and between exchanges 
and distributions which will be treated 
as dividends and those which will be 
treated as capital transactions. These 
involve the use of specific time periods 
as tests for eligibility, specific percent- 
ages of stock holdings before and/or 
after certain transactions as tests of tax 
results, and so forth. This striving for 
precision results in rules verging on the 
arbitrary but, more than that, the very 
precision of the rules is likely to create 
incongruous loopholes or blind areas. 

A few specific instances may be help- 
ful to illustrate the defects that are be- 
ing encountered. For example, in order 
to codify the Kimbell-Diamond doc- 
trine that purchase of a controlling 
stock interest in a corporation for the 
purpose of acquiring its assets shall be 
deemed the equivalent of a purchase of 
assets, the new law provides for attribu- 
tion of stock cost to underlying assets 
where 80 per cent control of a corpora- 
tion is acquired in a twelve-month 
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period and thereafter within two years 
a plan of liquidation is adopted and the 
assets distributed to the purchaser.* The 
twelve-month and two-year rules are 
fixed tests which substitute for any 
question of intention or lack of inten- 
tion to acquire underlying assets. Some 
argument might be made as to whether 
or not this kind of fixed line is a desira- 
ble technical device. However, that 
question in this instance seems to be- 
come lost in a variety of other questions. 
It is the policy of the new law to make 
the Kimbell-Diamond treatment manda- 
tory where acquisition and liquidation 
occur within the specified periods and, 
perhaps, although not explicitly, to rule 
out acquisition of a new basis where 
these time tests are not complied with. 
The question arises whether mandatory 
application of the rule is sensible when 
it is relatively easy in many instances to 
fall within or without the specific tests. 
To give the acquiring taxpayer an op- 
tion as to whether to retain the old basis 
of assets in the controlled corporation or 
whether to take the cost of the stock as 
a new basis would certainly be simpler. 
This alternative becomes even more at- 
tractive when it is seen that the drafters 
appear to have deliberately permitted 
devices by which, for most practical 
purposes, taxpayers can effectively elect 
whichever treatment they desire, even 
though they fall within the twelve- 
month and two-year tests. For exam- 
ple, if the acquired corporation has a 
low basis for assets which can be in- 
creased by a liquidation under the new 
provisions, the acquiring corporation 
may operate under the new law (assum- 
ing such a “ stepped-up ” basis is worth 
more than any tax attributes of the 
acquired corporation that would be lost 


8 § 334, 
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thereby). If, on the other hand, the 
acquired corporation has high basis 
assets, the tax benefits of which are 
sought to be retained, nothing explicit 
appears in the new law to prevent the 
acquiring corporation from merging 
downstream into the acquired corpora- 
tion, without disturbing the basis of the 
parent’s assets. In some instances, few 
in number, there will be reasons why a 
downstream merger is undesirable or 
impracticable, business-wise or tax-wise. 
Where these exist many of the tax 
effects which would result from merger 
would often be open to accomplishment, 
at no or small cost, by the device of 
filing consolidated returns. At least 
this device would seem to make it rela- 
tively painless in most cases to get 
through the statutory two-year waiting 
period prior to liquidation or merger. 
Even if some situations survive in 


which taxpayers will not be free, through 
these alternatives or others, to do what 
they wish with regard to basis, and even 
if by interpretative ingenuity the area 
of choice can be restricted somewhat, 
the justification for the elaborate man- 


datory structure is obscure. It may be, 
of course, that these ready alternatives 
were not perceived and, therefore, ex- 
cept to the limited extent that they can 
be eliminated by regulations, must 
simply be put down to technical inade- 
quacy. On the other hand, their avail- 
ability in many situations appears so 
obvious that failure to perceive them 
could only be attributed to drafting 
under immense pressure of time. 

To take another instance, the new law 
attempts to bring all divisive reorgani- 
zations under a single set of rules.’ The 


® For some reason, not made apparent, the boot pro- 
visions applicable to nonexchange “ spin-offs” are 
explicitly made more stringent than in the case of 
“ split-offs ” or “ split-ups” technically involving ex- 
changes of securities. 
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new rules, in addition to continuing the 
1939 law requirements that distribu- 
tions be not devices for distribution of 
earnings, impose other new and specific 
limitations on tax-free divisions.'° The 
principal one is that only two actively 
conducted trades or businesses may be 
split up and that five years of operation 
must have elapsed from the most recent 
wholly or partially taxable corporate 
acquisition, either of the business assets 
or of 80 per cent of the stock of the 
corporation conducting the business." 


While one can, of course, understand 
the policy considerations which led to 
these rules, it is not clear why some arbi- 
trary period, whether it be five years or 
three years or seven years, provides the 
best test. There are certain to be a good 
many situations in which a business- 
motivated decision to divide what has 
been a single trade or business into two 
separately conducted businesses will be 
denied the privilege of splitting up for 
a period of five years without apparent 
real difference so far as preventing tax 
avoidance is concerned. How restric- 
tive this provision will be, of course, 
will depend a good deal on the defini- 
tions in regulations or rulings of what 
constitutes the active conduct of a sepa- 
rate trade or business. The Committee 
reports do little to clarify the obvious 
ambiguities and uncertainties '* except 


10 $$ 355, 356, 358. 


11 The choice of a “taxable” transaction as the 
device for screening out acquisitions requiring five 
years of operation prior to split up is technically de- 
fective. For example, a purchase of original issue 
stock will generally be a nontaxable 
Moreover, the new law itself makes many purchases 
of corporate assets nontaxable ($337). Yet such 
acquisitions clearly fall within the five year policy. 
Whether regulations can correct this type of plain 
doubtful. 


transaction. 


error is at least 


12 For example, a corporation manufactures and 
sells paper from 1949 to 1951. In 1951 it sells its 
plant and becomes a jobber and sales agent of similar 
paper of other manufacturers. In 1954 has it con- 


(continued on next page) 








50 NATIONAL TAX JOURNAL 


to say that a business actively conducted 
may during the five-year period drop 
old products, add new lines, or expand 
without initiating a new period. 

However, having adopted this basic 
requirement, the Senate Finance Com- 
mittee and subsequently the House and 
Senate conferees created very elaborate 
rules for preventing the circumvention 
of the five-year requirement by specifi- 
cally blocking a considerable number of 
devices that occurred to the drafters, 
such as, for example, the acquisition of 
a new subsidiary through purchase of 
control of a parent holding company 
followed by a tax-free downstream 
merger of the acquiring corporation into 
the holding company. However, sur- 
prisingly enough, whether by deliberate 
decision or inadvertence, protection of 
the five-year rule is confined entirely to 
situations where 80 per cent control of 
a new business is acquired by another 
corporation. Nothing explicit prohibits 
the individual stockholders of the ac- 
quiring corporation or another corpora- 
tion not in control thereof from buying 
21 per cent or more of the stock of the 
acquired corporation. This would seem 
to pave the way for a merger of the 79 
per cent or less acquiring corporation 
with the acquired corporation, leaving a 
single corporation which, if it has con- 
ducted its previous trade or business for 
a five-year period, can then be divided 
in tax-free reorganizations despite the 
fact that wholly new stockholders have 
purchased the newly-acquired business 
within the five-year period. 

The question is whether it is by policy 


ducted its business for five years? Does it make a 
difference if it sells paper different from the paper it 
manufactured? 


18 Of course, the transaction is still subject to the 
over-all requirement that the split-up distribution 
must not be a device for distribution of earnings and 
to other general requirements of the section. 
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decision or by inadvertence that the 
operation of the five-year provision can 
apparently be circumvented by the 
acquisition of a 21 per cent or greater 
interest in a new business by stock- 
holders of the acquiring corporation 
other than an 80 per cent corporate 
stockholder. If it was intended, the de- 
cision seems open to considerable ques- 
tion, as largely negativing the five-year 
ownership policy. If it was due to in- 
advertence, it appears to be a sizable 
technical defect which it is unlikely that 
regulations or other administrative in- 
terpretation can fill." 

The same basing of eligibility for fa- 
vorable tax treatment on five-year aging 
is used in connection with the effort to 
separate corporate liquidations from re- 
demptions. In that instance it is pro- 
vided that a partial liquidating redemp- 
tion will be treated as a capital gain or 
loss transaction if attributable to cessa- 
tion of a business conducted for five 
years since the most recent taxable ac- 
quisition of such business. Such trans- 
actions are freed from many of the 
limitations on treating “ stock redemp- 
tions” as capital gain or loss exchanges. 
However, not only is this five-year rule 
subject to the same inherent uncertain- 
ties and arbitrariness as in the case of 
divisive reorganizations, but in this in- 
stance it is not the exclusive test for 
eligibility. Other redemptions “pur- 
suant to a plan” carried out within one 
taxable year may also qualify, if not 
“essentially equivalent to a dividend ” 
distribution. At this point, the line 


141¢ should be noted that this technical defect, 
whether of policy or drafting, when coupled with 
such other provisions as that distributions need not be 
pro rata and that they may in certain instances be 
followed by an immediate sale of stock of one of the 
divided corporations (provided the sale was not agreed 
to or negotiated in advance) creates very considerable 
potentialities for tax avoidance. 
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between “ redemptions” and “ liquida- 
tions” disappears in a fog of uncer- 
tainty that defies understanding. 

Another instance of either ques- 
tionable technical policy or defective 
drafting appears in the Court Holding 
section.'® The section, according to the 
Senate Finance Committee report,'® is 
designed to provide a definitive rule for 
prevention of tax imposition at both 
corporate and shareholder levels where 
a corporation, within 12 months of 
adoption of a plan of liquidation, sells 
assets and completes distribution under 
the plan. The section, however, refers 
not only to nontaxability of corporate 
gain but also nonallowance of corpo- 
rate loss. 

Under this provision, it appears that 
if corporate management decides upon 
liquidation because of an adverse busi- 
ness outlook and, incident thereto, ob- 
tains approval of its shareholders to a 
sale of its assets, the corporation may 
forfeit any right to offset losses on liqui- 
dation against the current year’s operat- 
ing profits or the profits of the two pre- 
ceding years. At least this is likely to 
result unless the corporation holds the 
proceeds of liquidation for at least 
twelve months, a requirement not only 
meaningless but also frequently unde- 
sirable, particularly for publicly held 


businesses. 


It seems hardly possible that this 
should have been intended in view of 
the established policy of allowing liqui- 
dating losses as offsets to profits both 


currently and as carrybacks.'’ More 


15 § 337. 


16 Report of the Committee on Finance, U. §. Sen- 
ate, to accompany H. R. 8300, Senate Report No. 
1622, 83d Congress, 2d Sess., p. 258. 


17 A policy reaffirmed in the 1954 Code by exten- 
sion of such treatment to unincorporated businesses 
which previously were not allowed such offsets. 


§ 172(d). 
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likely, it is an inadvertent offshoot of the 
desire to prevent the same taxpayer from 
selling loss assets on a deductible basis 
and gain assets tax-free. If so, a better 
device could certainly have been chosen. 
Indeed, under this provision, it appears 
hard to prevent a corporation contem- 
plating liquidation from selling certain 
assets at a loss prior to adoption of a 
plan of liquidation and postponing sale 
of other assets at a profit until after its 
plan of liquidation has been approved 
by stockholders and adopted by the di- 
rectors. Even if such devices may to 
some extent be subject to administra- 
tive control, it seems that this problem 
and the preceding one could have been 
avoided by confining the application of 
the section to cases of election by cor- 
porations not to have gain or loss recog- 
nized and by leaving largely to adminis- 
trative control the terms of qualifying 
liquidations and the sales of assets to be 
included in nonrecognition treatment. 
The vision of a precise and definite rule 
free from both serious abuse and unex- 
pected hardship is nearly always a mi- 
rage. The price of some uncertainty 
for maintaining flexibility seems to be 
usually the cheaper one to pay. 

The new provisions regarding tax- 
free corporate organizations '* in which 
property is transferred for stock or 
securities also present some technical 
peculiarities. Under the 1954 Code it is 
no longer required that pro rata interests 
be maintained by each transferor. The 
sole requirement is that there be 80 per 
cent control in the transferors immedi- 
ately after the organization transfers. 
Moreover, corporate transferors may at 
once distribute their stock or securities 
to their shareholders without affecting 
the control requirement. However, in 
making these liberalizing amendments, 


IS $551, 
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no change has been made in the pro- 
visions that both stock and securities 
may be issued. Accordingly, it seems 
possible to give some transferors only 
stock and other transferors only securi- 
ties without affecting the tax-free status 
of the transaction,’” or to give already 
controlling stockholders only securities 
upon additional contributions by them. 
This represents a rather sharp and ap- 
parently unintended departure from 
hitherto firmly established policy, an in- 
advertent offshoot of the desire to ease 
the former technically complicated re- 
quirements as to pro rata distributions. 
Unless some “continuity of interest ” 
limitation or other gloss can be put upon 
the “non pro rata” rule, an amend- 
ment seems required to prevent tax-free 
sales of appreciated property for long 
term securities. 

In relaxing the pro rata distribution 
requirements, the drafters did under- 
take to provide that financially dispro- 
portionate exchanges might result in 
compensation or a gift to the favored 
shareholders. The Committee report re- 
veals that for purposes of applying this 
provision, it shall be considered that the 
stock was proportionately distributed 
and that then the preferentially treated 
shareholder received his shares from the 
other stockholders. This not only re- 
vives some of the problems of determin- 
ing when a transfer is pro rata; it also 
suggests that upon the organization of 
a corporation, a principal shareholder 
can pay compensation, for example, to 
promoters or others, by giving them 
stock of the new corporation on a basis 
which will permit the individual share- 
holder to claim a deduction for com- 

191 might be argued that each transferor must 


receive at least some stock to meet the control re- 
quirements. 
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pensation paid. This would seem a pe- 
culiar result and one which might lead 
to undesirable tax manipulation. 
Whether or not it was intended it is 
hard to say. If not, it would seem dif- 
ficult to correct it by regulations, in 
view of the explicit legislative statement 
of how the provision shall operate. 
Another very important and techni- 
cally difficult field of the new law, 
which unfortunately appears to be far 
from free of deficiencies, is the pro- 
visions dealing with the survival in re- 
organizations of various tax attributes 
such as net operating loss carryovers,”® 
although the corporation originally hav- 
ing these attributes may disappear in 
the reorganization. As elsewhere, the 
decision to clarify this area was a good 
one. Under the old law too much of 
the survival of important tax attributes 
depended upon niceties and form in the 
carrying out of transactions. The de- 
cision to clarify the problem not only 
with respect to net operating loss carry- 
overs, which are the most frequent 
source of trouble, but also with respect 
to many other tax attributes such as 
earnings and profits, LIFO inventories, 


20 $$ 381, 382. The related Section 269 (relating 
to acquisitions of corporate control primarily for tax 
avoidance purposes) contains an extraordinary pre- 
sumption not in its predecessor section in the 1939 
Code: if the cost of the stock acquired is substan- 
tially less than the adjusted basis of the assets of the 
corporation plus the amount of the tax benefits which 
may be secured by control, then, prima facie, control 
was acquired principally for the purpose of avoidance 
of federal taxes. This presumption arises in facts 
which appear to have little probative value in deter- 
mining the purpose of the acquisition. One has only 
to compare the stock exchange prices of many pub- 
licly held stocks with the book value per share of 
the corporate assets to see that the stocks of many 
companies can be acquired for less than book value, 
quite without regard to the existence of any tax bene- 
fits which might accrue to a purchaser. This pro- 
vision seems to be a further example of an unsuccess- 
ful effort to measure precisely problems which are by 
nature imprecise. 
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etc., was also a wise one. In working 
out the details, however, there are some 
peculiar blind spots, limitations, and 
other provisions. For example, in the 
case of inherited loss carryovers, a pro- 
vision is made limiting the use of the 
losses to post-acquisition earnings of the 
acquiring corporation. The limitation 
is designed to deal with only one ac- 
quisition in a taxable year. It appears 
not to provide any rule for multiple 
acquisitions. 

As another example, it is provided 
that the acquiring corporation in a 
merger or reorganization shall “ succeed 
to and take into account ” the specified 
tax attributes of the predecessor cor- 
poration. Does this mean that for all 


purposes, except as otherwise specifically 
provided, the acquiring corporation is 
to treat the various inherited items as 
though they were its own from the 


start, that is, had been incurred or 
realized by the acquiring corporation 
instead of by the predecessor corpora- 
tion? This is not made clear in the 
statute or in the Committee reports. 
Yet a clear answer to this question may 
often be necessary. Suppose, for exam- 
ple, Corporation A is the common par- 
ent of an affiliated group of corpora- 
tions, A, B, and C, filing consolidated 
returns. A acquires the assets of D 
Corporation in a merger; D is the com- 
mon parent of a consolidated group also 
including E and F Corporations. When 
A “ succeeds to ” the net operating losses 
of D, will A be deemed the corporation 
that incurred the loss so that as com- 
mon parent of the affiliated group it 
would be able to consolidate the loss 
with the income of subsidiaries B and 
C, or the income of subsidiaries E and 
F? Presumably so, but the answers to 
this sort of question will have to be pro- 
vided in regulations and depend on the 
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policy of the section. Other similar 
problems will be numerous. Yet the 
policy concept is so vaguely stated in the 
statute that it may prove to contain in- 
adequate guidance for the administra- 
tive regulations. 

The inheritance of tax attributes is 
also subject to specific limitations de- 
signed to prevent the use of the new 
provisions for tax avoidance purposes. 
The principal limitations are made with 
respect to the acquisition of net operat- 
ing loss carryovers (including here pur- 
chases as well as tax-free acquisitions) . 
It is provided, for example, that if, 
within a two-year period, ten or fewer 
persons purchase 50 per cent or more 
of the outstanding stock of a corpora- 
tion, and the corporation does not there- 
after continue to carry on substantially 
the same business as before, any net op- 
erating loss carryovers of prior years 
which would otherwise be available shall 
be disallowed.*' In the case of a tax- 
free acquisition through a merger or re- 
organization (as contrasted with pur- 
chase), the rule is different. Net oper- 
ating loss carryovers of the acquired 
corporation will survive the transaction 
provided the stockholders of the ac- 
quired corporation come out of the re- 
organization owning at least a 20 per 
cent stock interest in the acquiring cor- 
poration. However, if this percentage 
requirement is not satisfied, then unlike 
the case of purchase, the carryovers are 
not lost entirely but are only propor- 
tionately reduced. At the same time, 
there is no requirement in the case of a 
tax-free acquisition that the business of 
the acquired corporation be continued 
unchanged. 


21 In this connection, due to an apparent drafting 
error, if 50 per cent of the stock is purchased in one 
year, the disallowance includes disallowance of losses 
incurred after the acquisition and within the same 


taxable year. 
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It seems very doubtful that, viewed 
separately, either set of arbitrary rules 
limiting operating loss carryovers makes 
very much sense, but why there should 
be so much disparity of treatment as be- 
tween purchases and tax-free acquisi- 
tions is even more puzzling. For ex- 
ample, if Corporation A buys 75 per 
cent of the stock of B Corporation and 
thereafter within two years wishes to 
make material changes in B’s business, 
it cannot do so without forfeiting loss 
carryovers of B’s from earlier years. 
However, if A thereupon decides to 
merge B into A, the loss carryovers ap- 
parently will be inherited by A regard- 
less of changes in the business, provided, 
roughly speaking, B accounts for more 
than 20 per cent of the combined value 
of the merged enterprises.” Even if 


the 20 per cent requirement is not met, 
only proportionate instead of complete 
disallowance of carryovers results. Such 


distinctions seem unwarranted. 

In the case of purchases of stock, the 
sharp 50 per cent line (the penalty for 
crossing which is complete loss of all 
carryovers) is one of those arbitrary 
rules that, even if its relation to tax-free 
acquisition cases were better, should be 
avoided if at all possible. The basis for 
such crude tests is always shaky, and 
their operation is almost sure to provide 
incongruous results, For example, sup- 
pose Corporation A acquires a 40 per 
cent working control stock interest in 
Corporation B for business purposes, 
involving making substantial changes in 
B’s operations and discontinuing some 
plants and acquiring others. B has loss 
carryovers. Subsequently and within 
two years X, impressed by A’s success 


22 The definition of stock for purposes of these 
provisions excludes nonvoting preferred stocks but 
includes voting preferred. This differentiation ap- 
pears to lack much basis in reason and is a further 
arbitrary line which may operate anomalously. 
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in improving B’s earnings and unknown 
to A, acquires 10 per cent of the stock 
of B. At once all of Corporation B’s 
loss carryovers are forfeited to the detri- 
ment of all of its shareholders. This in- 
congruous result simply ‘adds to the 
basic question of why acquisition of a 
§0 per cent interest even by A should 
penalize all the other stockholders. 
Why even should A as a new stock- 
holder be penalized? Moreover, the 
concept of a change in business is so am- 
biguous as to cause concern, particularly 
if one reads the report of the Senate Fi- 
nance Committee and finds that if a 
corporation discontinues any except a 
“minor portion” of its business, even 
changes its location, or otherwise fails 
to carry on substantially the same op- 
erations as before, the net operating loss 
carryovers will be forefeited. On the 
other hand, apparently wholly new 
businesses entirely unrelated and dispro- 
portionate in size to the old could be 
added to the old and even though 100 
per cent of the stock was purchased, 
the section would be inoperative. Such 
incongruous distinctions suggest that 
the effort to translate the policy of the 
old law on tax avoidance acquisitions 
into precise and arbitrary rules is as un- 
successful here as are similar efforts else- 
where. The problems of dealing with 
tax avoidance acquisitions may require 
statutory sanction, but particular solu- 
tions must be left open to considerable 
administrative flexibility to make much 
sense. 

Another example of what appears to 
be a deficiency in technical planning 
arises in connection with the provisions 
guarding against capital gain bail-outs 
of corporate earnings.”® As has already 
been indicated, the basic policy ap- 
proach here was to continue the 1939 


23 §§ 304, 306. 
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law rules as to stock redemptions, with 
some specific rules added, and deprive 
certain corporate securities of their 
capital assets status where they are dis- 
tributed to stockholders under circum- 
stances facilitating bail-outs. This basi- 
cally simple approach is essentially 
sound, far more effective and a good 
deal less complicated than the “ partici- 
pating ” and “ non-participating ” stock 
system that was evolved in the House 
bill. 

However, the technical implementing 
of this approach leaves much to be de- 
sired. For example, Section 304 which 
includes the so-called ‘“ Wanamaker ” 
provisions of the 1939 Code (denving 
capital gain treatment to purchases of 
stock of a parent corporation by a con- 
trolled subsidiary) has been extended to 
apply also to purchases of stock of one 
corporation by another where both are 
controlled by the same shareholders (the 
so-called brother-sister relationship). 
The new provision not only involves 
dizzying problems of language, con- 
structive ownership tests and basis prob- 
lems; it also is so drafted that appar- 
ently in every case, as a result of the 
attribution of ownership rules, every 
brother-sister case becomes construc- 
tively also a parent-subsidiary case and, 
literally read, the new brother-sister 
rules then become inapplicable. Since 
the tax results can be markedly different 
depending on which rules apply, the 
basic ambiguity goes to the heart of the 
section. 

Moreover, the new noncapital asset 
treatment on sales of stock subject to 
the new “ bail-out ” rules (Section 306 
stock) is not correlated to the treatment 
of redemptions of such stock. When 
a sale is made, the gain subject to ordi- 
nary income tax rates is limited by the 
pro rata portion of the earnings and 


profits of the corporation at the time 
such stock was issued. Upon redemp- 
tion, dividend treatment is limited to 
earnings and profits at the time of re- 
demption, but without the “ pro rata 
portion” limitation. Obviously not 
only can the amount of income subject 
to ordinary rates vary widely as between 
a sale and a redemption, but the classi- 
fication of redemption income as a divi- 
dend brings into play various provisions 
of the law (e.g., dividend credit for in- 
dividuals, dividend received deduction 
for corporations, etc.) which do not 
operate as to income from sales of non- 
capital assets. The differences in results 
are so anomalous as to defy rationaliza- 
tion. 

The attribution of ownership rules 
will also cause unintended difficulties. 
For example, under these rules, an estate 
is deemed to own all the stock of a cor- 
poration owned by any person with an 
interest in the estate. Apparently, if 
an estate owns 50 per cent of the stock 
of the corporation and the estate is to 
be divided equally between four bene- 
ficiaries, one of whom owns the other 
50 per cent of the stock, the estate will 
be deemed to own 100 per cent of the 
stock. Even a complete redemption of 
all the estate’s stock will not avoid the 
possibility of complete dividend treat- 
ment, since the estate would own 50 per 
cent of the stock by attribution after 
the redemption and thus would not 
qualify under any of the specific tests 
in the new law for capital gain redemp- 
tion.** No such result would have oc- 
curred under prior law and can hardly 
have been intended under the new. 

Still more startling results are a possi- 
bility in other instances. For example, 
A owns all the common stock of X Cor- 


24 § 518. 


25 § 302. 
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poration. X requires additional work- 
ing capital which it obtains by issuing 
preferred stock for cash at par to B, 
who is A’s father. Later the corpora- 
tion, as it earns sufficient profits to do 
so, redeems annually a portion of B’s 
preferred stock at par. Under the new 
law, B may be deemed, for purposes of 
applying the redemption rules, to own 
all of the stock owned by A. If the 
constructive ownership were actual, B 
would almost certainly be deemed to 
have received a taxable dividend. It 
seems hardly conceivable that the con- 
structive ownership of the new law was 
intended to produce such a result, yet 
the statute leaves open the possibility of 
such an interpretation. 

These are only two scattered ex- 
amples, among many instances, in which 
the new constructive ownership rules 
raise possibilities for incongruous tax re- 
sults. The defects are so serious that 
substantial rewriting appears a necessity. 

Another peculiarity arises from 1954 
changes in the “collapsible corpora- 
tion” provision.”® It appears that for- 
mal distinctions will now cause entirely 
disparate tax penalties. Under the new 
law, if a corporation distributes assets 
used in its business to its shareholders 
and is subsequently held to be “ collap- 
sible,” the individual shareholders, in- 
stead of having a capital gain, will 
realize ordinary income subject to in- 
dividual surtaxes to the extent of the 
gain. If, however, the corporation 
adopts a plan of liquidation and sells 
such assets, distributing the proceeds in 
liquidation, in most situations the worst 
that can happen, if it is held to be col- 
lapsible, would be the imposition of a 
corporate capital gain tax due to spe- 
cific inapplicability of the Court Hold- 
ing section to collapsible corporations. 


26 § 341, 
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In this connection, there is also a 
technical error in drafting which may, 
however, yield to a correcting regula- 
tion. While the Court Holding section 
is made specifically inapplicable to col- 
lapsible corporations, when one ex- 
amines the definition of collapsible 
corporation it is found that it is one 
organized with a view to distributing 
property produced or constructed by it 
to its shareholders prior to “ realiza- 
tion” by it of the taxable income at- 
tributable to such property and with a 
view to the “ realization” of such in- 
come by the shareholders. Now, of 
course, when a corporation sells its assets 
it “ realizes” gain. The Court Holding 
section simply provides that the realized 
gain will not be “ recognized.”  Liter- 
ally read, therefore, a collapsible cor- 
poration escapes the definition by elect- 
ing a Court Holding section liquidation 
and selling its assets. Presumably the 
defect will be corrected by a regulation. 
Correction is, however, made somewhat 
more difficult by the fact that almost 
precisely the same thing arose under the 
1939 law in connection with the argu- 
ment that collapsible corporations might 
engage in tax-free liquidations to their 
shareholders under the old Section 112 
(b) (7). That technical defect was ex- 
plicitly corrected in the 1954 Code. 
The failure to insert a comparable pro- 
vision in Section 337 may cause some 
difficulty, although the intention is 
manifest. 

In summary, the technical defects 
and unexpected problems raised by the 
new corporate provisions appear so nu- 
merous and serious as to make early sub- 
stantial and retroactive amendments a 
virtual certainty. The new law is basi- 
cally a patch-up job on the old. It 
fails to accomplish basic improvements 
in structure. The specific defects in- 
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tended to be cured appear often to have 
survived in part and, in many situations, 
to have sprouted new problems. It 
seems not unfair to say that except for 
the “ bail-out ” problem, postponement 
of all action would have been prefera- 
ble until a more carefully prepared re- 
vision could have been produced. 


Partners and Partnerships *" 


When we turn to the taxation of 
partnership income under the new Code, 
we find a situation very different from 
that of the corporate provisions. The 
new partnership rules do not represent 
a rearrangement or patching-up of a 
previously detailed statutory structure. 
On the contrary, these sections of the 
law fill what was largely a prior statu- 
tory void. Accordingly, the drafters 
were much freer, both in terms of tech- 
nical method and language, to select the 
course they would follow. At the same 
time, this freedom to choose was not 
combined with the necessity of navi- 
gating a previously uncharted sea, as 
was true of the novel voyage under- 
taken by the drafters of the corporate 
provisions of the House bill. In the 
partnership field there was a_back- 
ground of technical work that had been 
carried on over a number of years, 
primarily by nongovernment groups. 
Considerable work had been done by 
the Tax Section of the American Bar 
Association and, more recently, inten- 
sive analysis and legislative drafting 
work had been done by the American 
Law Institute’s Income Tax Project. 
The terrain had thus been mapped out. 
Most of the policy problems had been 
raised and alternative solutions discussed. 
The technical problems incident to vari- 
ous alternative problems were largely 
known and, most important of all, it 


27 Subtitle A, Subchapter K ($$ 701-771). 
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could be known fairly well which policy 
solutions would be generally acceptable 
to professional and other representative 
taxpayer groups and which would be 
likely to elicit considerable opposition. 

The assistance that the Treasury and 
Joint Committee staffs derived from the 
technical work that had been done in 
this field is apparent in the law as it was 
finally enacted. While the American 
Law Institute proposal was not adopted 
as such, nevertheless, the law clearly re- 
flects the guidance that was derived 
from the Institute’s work. It shows 
considerable use both of the technical 
analysis and drafting experience that 
came out of the Income Tax Project. 
As the report of the Senate Finance 
Committee says, the resulting statute is 
“the first comprehensive treatment of 
partners and partnerships in the history 
of the income tax laws.” The objec- 
tives, the Committee went on to say, 
were “ simplicity, flexibility and equity 
as between the partners.” 

In working toward its objectives the 
new law retained the basic existing con- 
cept that a partnership was merely an 
income-reporting and not a taxable en- 
tity; but on this basic rule the new law 
erects detailed statutory rules covering 
(1) contributions of cash and property 
to a partnership, (2) distributions of 
cash and property by a partnership, (3) 
transfers of partnership interests by sale 
or upon the death of a partner, (4) 
adoption and termination of partnership 
taxable years, (5) transactions between 
a partner and the partnership, and (6) 
the treatment of payments or distribu- 
tions by the partnership in liquidation 
or to a retiring partner, or to a deceased 
partner’s estate. 

As an over-all conclusion, it seems 
fair to say that the new partnership pro- 
visions attain the two announced objec- 
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tives of “ flexibility and equity as be- 
tween the partners.” It could be added 
that a fair degree of equity seems to 
have been attained as between the part- 
ners and the government. As to the 
third announced objective, simplicity, 
it is not likely that many people are 
going to find the new provisions simple. 
However, the twin objectives of flexi- 
bility and equity, combined with a fair 
regard for the government’s interest in 
revenue, fairly well precluded any sim- 
ple solutions, particularly since the con- 
cepts of flexibility and equity involved 
treating the partnership as an entity for 
some purposes while for others it is or 
may be, at the election of the partner- 
ship, regarded as simply an aggregate of 
the interests of the individual partners. 
This inevitably leads to problems of con- 
siderable technical complexity. Accord- 
ingly, criticism that the resulting struc- 
ture is complicated is really beside the 
point. The real question is whether the 
complexities are any greater than they 
need to be. Within this frame of refer- 
ence, one can perhaps even say that the 
new statutory structure has attained the 
objective of simplicity, i.e., it does not 
seem to involve any great amount of 
complexity not required by the subject 
matter. 

One of the contributions of the new 
law is to reinforce the “ conduit ” con- 
cept of the partnership, thus clarifying 
the treatment of distributive shares of 
gain or loss in the hands of the part- 
ners.** It is now clear that the charac- 
ter of the income or deduction items 
carries through to the partners and that 
each item is taken into account with 
other items of the same class in the indi- 
vidual’s own income computation.”® 


28 § 701. 
29 § 702. 
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Thus are eliminated several problems 
under the old law which were the sub- 
ject of continuing litigation. For ex- 
ample, gains or losses from sales of part- 
nership property are now clearly to be 
taken into account and netted with 
gains or losses of his own from similar 
sales. Again, the partner’s gross income 
includes his share of partnership gross 
income. Uncertainty on such funda- 
mental concepts as these was persistent 
under the 1939 Code. 

As to rules for determination of each 
partner’s distributive share of income or 
loss, the new law fills the virtual void 
that existed in many cases under the old. 
In many situations involving allocation 
of particular items of income, a deduc- 
tion or credit to a particular partner 
may be the easiest way of coordinating 
taxable income with economic interest. 
The old law left completely uncertain 
the extent to which specific agreements 
might vary general profit or loss sharing 
ratios. The new law seeks to deal with 
these problems in detail. 

Partners are given broad authority to 
vary the treatment of particular items, 
if the partnership agreement so provides 
and if the purpose of any particular 
variation is not tax avoidance.” If 
these tests are not met, the general gain 
or loss sharing ratios of the agreement 
are applied. This rule appears to be an 
excellent example of providing flexi- 
bility of treatment by adoption of a 
general principle in the statute. As in 
most such instances, it becomes neces- 
sary to rely on administrative regula- 
tions to make the general concept work. 
The importance of the regulations here 
will be obvious. While the opportunity 


30 The new law permits partnership agreements to 
be amended as to any taxable year up to the recurn 
filing date, a liberality which may be subject to some 


abuse. § 761(c). 
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to mesh taxes and economic interests is 
most valuable, the temptation to ma- 
nipulation is clear. To indicate by a 
crude example, suppose a partnership 
has income from tax-exempt interest 
and has two 50 per cent partners. Can 
one partner who is in a high bracket 
take all the exempt interest by agree- 
ment, while the lower bracket partner 
takes the taxable income? In some in- 
stances, and depending on the terms of 
the agreement, such a division might 
fairly represent the real economic inter- 
ests of the partners. In other cases, the 
agreement might amount to no more 
than a device for shifting tax results 
without effect on real economic inter- 
ests. Thus, the price of flexibility is the 
dependence on suitable regulations and 
administrative interpretations. 

The permission to allocate by agree- 
ment is made specific as to contributed 
property. Thus, if a partner contrib- 
utes depreciable property to a partner- 
ship having a value in excess of basis, 
the new law will treat the contributed 
asset as it would a purchased asset, dis- 
tributing depreciation and gain or loss 
on sale according to distributive shares 
only if no contrary provision is included 
in the partnership agreement, for exam- 
ple, distributing such items to the con- 
tributing partner.®' The allocation by 
agreement between partners is limited 
by a ceiling in that total depreciation, 
depletion, gain or loss is determined by 
reference to the tax basis, and allocation 
can only be within this limit. To this 
extent actual economic interests may not 
coincide with the tax treatment until 
ultimate disposition of partnership in- 
terests is made. Further, optional flexi- 
bility is provided by a rule that where 
undivided interests in property are con- 


31 § 704(c). 
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tributed by partners (who retain corre- 
sponding interests in the property after 
contribution), depreciation, depletion, 
gain or loss may continue to be treated 
as theretofore, i.e., differences in basis of 
undivided interests may continue to 
control after the contribution. 

The variety of choices in the handling 
of contributed property given by these 
new provisions is a sizable and impor- 
tant technical contribution to the part- 
nership taxing structure. 

It seems clear that such remaining 
uncertainty and complexity as may in- 
here in the determination of distributive 
shares is an acceptable price for avoiding 
more rigid rules and detailed specifica- 
tion of limitations which would un- 
avoidably be arbitrary to a greater or 
less degree. The wisdom of the flexible, 
general principle approach to this basic 
partnership problem contrasts happily 
with unfortunate results of many of the 
specific tests in the corporate sections.” 

Another problem under the 1939 
Code was the use of fiscal years for part- 
nerships different from the taxable years 
of the partners as a device for post- 
poning the tax liabilities of the partners. 
Since choice of some fiscal years is dic- 
tated by business considerations and not 
tax avoidance, some flexibility is neces- 
sary. The new law attempts to deal 
with these problems.** It limits the 
right of “ principal” partners and their 
partnerships to “ change to” or “ adopt” 
different fiscal years to instances of 


82 A further limitation on allocation is that no 
partner’s share of loss may exceed the basis of his 
partnership interest, any excess deduction being de- 
ferred unless and until the amount is repaid to the 
partnership; § 704(d). This limitation seems to raise 
technical problems, uncertainties and possibilities for 
manipulation of the basis of interests to affect timing 
of deductions. Regulations may serve to clear up 
some of these difficulties. 


33 § 706. 
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demonstrated business purpose. While 
the general approach seems salutary, the 
technical details are not entirely satis- 
factorily worked out. By limiting the 
prohibition to “ changes” and “ adop- 
tions” of years, the door is left open to 
some manipulations by addition of part- 
ners with different years after the firm’s 
year is adopted. Moreover, the statute 
fails to deal with cases in which the same 
individual is a principal partner in more 
than one partnership. 

At the same time, the attractions of 
using different fiscal years as postpone- 
ment devices have been increased by a 
specific provision that death of a partner 
will not terminate the partnership year 
as to the decedent where the partnership 
business survives his death.** Under the 
old law, because of divided court de- 
cisions, it was not at all clear whether 
death did or did not close the year. 
Thus, danger of “ bunching” up to 23 
months of income into the last return 
of the decedent was a real possibility. 
The new law provision by dealing with 
the death problem alleviates this situa- 
tion and hence makes postponement 
more tempting.” 


It may be that the postponement 
problem in partnership taxation is not 
important enough to warrant the heroic 


efforts necessary to block it. If it is, 
then the new provisions will certainly 
require strengthening and clarification. 
In the meantime, regulations may to 
some extent fill the gap and, as a practi- 
cal matter, a tightening up of require- 
ments as to declarations of estimated tax 


84 Why the problems of the two-man partnership 
which cannot survive the death of one were not met 
is not apparent. Relief by regulation appears difficult. 


85 The new law continues “ bunching” problems 
for retiring partners and upon termination of partner- 
ships, but alleviation of these problems is possible by 
proper choice of timing of retirement or termination 
and of retirement distributions. 
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in the new law may to some extent at 
least reduce the benefits of fiscal year 
postponements, In any event, in this 
respect the new partnership provisions 
are not as technically successful as else- 
where. 

The new partnership law does not 
entirely escape the tendency to set up 
arbitrary rules that turn on fixed num- 
bers, percentages, periods of time, and so 
forth. Thus, where a partner engages 
in transactions with the firm “ other 
than in his capacity as a partner,” the 
transaction is to be regarded generally 
as between a non-partner and the part- 
nership.** Specific exceptions, inspired 
by corporate counterparts, are imposed, 
disallowing loss deductions to 50 per 
cent partners and treating all 80 per 
cent partners or their partnerships as 
realizing ordinary income upon certain 
sales of capital assets between them in 
which the property sold is not a capital 
asset to the transferee. Specific.attribu- 
tion of ownership rules are applied for 
these purposes to partnership interests. 
Apart from the inevitable problems in 
drawing sharp lines which materially 
change the results, this provision en- 
counters the basic difficulty of differ- 
entiating between (1) separate and un- 
related contributions of property by 
partners and distributions to such part- 
ners and (2) sales or exchanges. More- 
over, by applying the limitations to sales 
of any assets which are noncapital in the 
hands of the partnership (rather than 
only depreciable assets, as in the corpo- 
rate provision), the section may tax 
gain on sales as ordinary income where 
no tax avoidance is involved, e.g., a sale 
of appreciated unimproved realty to be 
improved and held in its business by the 
partnership. 

Another important contribution of 


36 § 707. 
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the new law is the relative certainty it 
brings to the tax treatment of various 
partnership transactions of a complete 
or partial “ winding-up ” nature: cur- 
rent distributions of partnership prop- 
erty in kind,” sales of interests and 
transfers by death,** and payments to 
retiring or deceased partners.” 

The basic concept here is to treat the 
interest of the partner as a capital asset 
on disposition of which capital gain or 
loss will result. Coupled with this is 
continuation and clarification of the 
concept of general nonrecognition of 
gain or loss on distributions of property 
in kind to partners. Moreover, the new 
law addresses itself to the basis problems 
of partners who purchase their interests, 
providing an option to make adjust- 
ments to the basis of underlying part- 
nership assets with respect to such part- 
ners in order to reflect the purchase 
price paid.*® 

As to current distributions in kind, 
the new law also permits adjustments of 
basis of remaining assets to reflect special 
instances in which gain is recognized to 
the distributee partner and instances in 
which the basis of distributed property 
is reduced because of a limitation in the 
law that basis to the distributee may not 
exceed the basis of the recipient’s part- 
nership interest.* Finally, payments in 
discharge of a deceased partner’s interest 
are treated as capital liquidating pay- 
ments to the extent made for acquisition 
of the decedent’s interest in properties 
(including good will where the agree- 
ment so provides) .** 


37 § 731. 
38 §§ 741-743. 
39 § 736. 
40 § 743. 
41 § 734, 
42 § 736. 
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The liberality of these rules requires 
safeguards to avoid a variety of manipu- 
lations designed to change ordinary in- 
come into capital gain or avoid taxes 
entirely. In general, the new law under- 
takes to deal with these problems by 
exceptions to the general rules where 
partnership unrealized receivables and 
substantially appreciated inventory 
items ** are involved or where payments 
are made attributable to interests in 
such receivables or inventory items. 
Thus, upon a distribution of these items 
in kind, the nontax rule is modified if 
there is involved an exchange of pro- 
portionate interests in these items as be- 


tween the partners. Likewise, ordinary 


income is received by a partner on re- 
tirement of his interest in such items for 
cash. Furthermore, upon a sale of these 
kinds of property after a nontaxable 
distribution, they are treated as non- 
capital assets. Similarly, upon a sale of 


a partnership interest, the amount re- 
ceived attributable to these particular 
classes of assets of the partnership is 
deemed received from disposition of a 
noncapital asset. As a further example 
of pursuance of this concept, payments 
for a deceased partner’s interest attribu- 
table to receivables (or to any interest 
other than properties, including good 
will where expressly provided for in the 
partnership agreement) result in ordi- 
nary income in respect of the decedent. 

These rules are complicated. Inevita- 
bly they are not perfect. One can pick 
out a number of technical problems that 
may require additional legislation. But 
the new rules go a long way to estab- 
lishing relative certainty for both tax- 
payer and government. 

In summary, the partnership pro- 
visions constitute an important techni- 
cal advance in the tax law. In so new 
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a structure involving so many compli- 
cated problems, technical imperfections 
are unavoidable. The important thing 
is that the basic structure seems sound. 
Many of the problems will yield to regu- 
lations and other administrative inter- 
pretations. The necessary further legis- 
lation can be developed without major 
disturbance of the statutory structure 
or form. 


Estates and Trusts ** 


In many ways the technical develop- 
ment of the trust provisions parallels the 
history of the partnership provisions. 
Since 1942 the trust provisions of the 
income tax law have had detailed rules 
designed to deal with some problems, 
including the important matter of 
accumulations. However, the 1942 
amendments were stopgap provisions, 
complicated and also ineffective in large 
part. A more satisfactory system was 
bound to be basically different. More- 
over, the whole handling of the Clifford 
trust problem was nonstatutory. Hence 
in any revision program a whole new 
set of statutory rules was inevitable. 

As in the partnership field, a great 
deal of preparatory work had been 
done. The American Bar Association 
and The American Law Institute had 
developed recommendations paralleling 
each other in most ways. These were 
the fruit of extended study and discus- 
sion over a period of years. The Insti- 
tute’s Income Tax Project served to 
bring the matter to a definite draft. 
With some minor differences, this draft 
provided the basis for the Bar Associa- 
tion plan. The keystones of both these 
plans were: 


(1) a separate set of simple rules 
for simple trusts (those that do not 
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accumulate income), make no more 
than occasional distributions of prin- 
cipal and no charitable distributions; 

(2) amethod of dealing with more 
complex trusts based upon a three- 
year “ throw back,” in inverse order, 
of distributions out of accumulated 
income, taxing beneficiaries to the ex- 
tent of the accumulations in three 
years; 

(3) the use of a measure called 
“distributable net income” to limit 
the taxable amount of distributions 
to beneficiaries; 

(4) a two-tier classification system 
of beneficiaries for allocating “ dis- 
tributable net income ” among recipi- 
ents of distributions; and 

(5) enactment into law, with 
minor changes, of the Clifford regu- 
lations. 


In the early stages of the House bill 
preparation, considerable controversy 
developed between the backers of the 
ABA-ALI type of plan and other 
groups. Partly as a result of this, there 
was apparently a great deal of effort 
devoted by the Treasury and Congres- 
sional staffs to development of an alter- 
native plan not requiring a “ throw 
back” system. This attempt was ulti- 
mately abandoned. The decision reached 
was to follow the ABA-ALI plan in 
substance. 


The chief interest of this history lies 
in the demonstration it affords of the 
importance to the adequate develop- 
ment of new technical tax structure of 
detailed study by technical experts com- 
bined with prior public discussion with 
nongovernment groups to iron out 
policy differences and bring about basic 
agreement. But for the earlier work on 
trust problems and the relatively wide- 
spread discussion it had received among 
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members of the tax bar, it appears 
virtually certain there would have been 
no revision of this area of the law at all 
(as was the case with pension trusts, 
foreign income, and other projects not 
sufficiently worked out in advance). In 
the long run the detailed work and ac- 
ceptability to taxpayers of the new 
rules, as evidenced by important profes- 
sional organizations, carried the difficult 
project into enactment with only one 
basic change—the extension of the 
throw back rules from three to five 
years to further safeguard against tax 
avoidance through accumulation trusts. 

The value of public discussion among 
informed groups is most graphically 
shown by Congressional acceptance of 
the Clifford regulations for enactment 
into law. When these regulations were 


issued in 1945 and for several years 
thereafter, controversy over them would 
have prevented any real chance of 


agreement by the Congress to adopt 
them. Working experience with the 
regulations, coupled with public analy- 
sis and discussion, particularly under 
The American Law Institute’s project, 
accomplished an understanding by the 
tax bar as to the issues and problems 
involved that alone brought about the 
acceptability originally lacking. 

The new rules are complicated and 
difficult for the uninformed to follow. 
This is unfortunate, but serious efforts 
by responsible professional groups to re- 
state the proposals more simply were not 
fruitful. To a considerable extent the 
technical device of separate rules for 
simple trusts will alleviate this problem. 
Elsewhere, however, the use of trusts is 
so wide and varied, the provisions that 
are encountered run such a gamut of 
ingenuity, the types of income and ex- 
pense and the variety of interests in 
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income and principal that may be cre- 
ated so numerous, that simplicity is not 
compatible with acceptable equity and 
equality of treatment. Despite pleas for 
simple statutes, by and large in any con- 
flict between professional views as to 
equity and the desire for simplicity, the 
latter loses. 

The new law will no doubt present 
technical problems in refinements. Some 
are appearing already. For example, a 
trust may in one year have large ex- 
penses chargeable to principal (e.g., an 
intermediate accounting) and in the 
same year receive taxable items to be 
added to principal (e.g., capital gains or 
extraordinary dividends). In that case 
the expenses reduce the “ distributable 
net income ” and hence benefit entirely 
the income beneficiaries, while the trus- 
tee may have a substantial tax to pay, 
despite possible actual reduction in 
principal. 

To take another example: suppose the 
residuary estate under a will is left one- 
half to the surviving wife and one-half 
to other beneficiaries, with a provision 
that no estate taxes shall be charged to 
the wife’s one-half. The executor in 
the course of administration pays estate 
taxes chargeable to one-half of the re- 
siduary and in the same taxable year 
makes a distribution to the wife. In 
this case, the wife would appear to be 
taxable on her distribution to the extent 
of the entire distributable net income of 
the estate for the year, despite the fact 
thac for local law purposes a portion of 
the income is allocated to one-half of the 
residuary estate. 

The foregoing examples of peculiari- 
ties do not seem to be, strictly speaking, 
technical errors but rather oddities that 
almost any system is going to produce. 
There seem to be very few actual tech- 
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nical errors in the drafting of these pro- 
visions, although undoubtedly there will 
be some. For example, in the operation 
of the throw-back rules the amount of 
tax paid by a trustee in the year of 
throw-back which is to be credited 
against the tax to be paid by the bene- 
ficiary in the year of distribution is 
taken off the top of the highest bracket, 
whereas in computing the amount of in- 
come deemed distributed in the throw- 
back year the amount of tax paid by the 
trustee to be added to the distribution 
is computed at the average income tax 
bracket of the trust. In some instances 
it is clear that this will produce tax sav- 
ings to beneficiaries despite the opera- 
tion of the throw-back rules. While 
this seems a defect that could be easily 
corrected, it is not one which is likely 
to involve any serious tax avoidance in 
the meantime. 


Considering the complexity of the 
field, the new trust provisions appear to 
set a higher technical standard than any 
other of the major provisions of the 
1954 Code. : 


Accounting Provisions * 


The new accounting provisions by no 
means share the background of analysis 
and discussion that existed in trust and 
partnership fields. As a result, techni- 
cal defects and problems are much more 
in evidence. Some of these may be seri- 
ous. There is also little question that 
the inroads on revenue in the first year, 
originally estimated at only 47 million, 
will be many times greater. 

The principal new rules relate to mat- 
ters of timing of accounting for income 
and expenses. One permits an election 
by accrual basis taxpayers to defer taxa- 
bility of prepaid income.*® Another 
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permits a reserve for future expenses 
attributable to current income.** 

“Prepaid income” includes amounts 
received but which will only be 
“earned ” over a future period. Defer- 
ment of tax is limited to income as to 
which a definite liability exists beyond 
the year of receipt, and deferment can- 
not exceed a maximum of five years 
after the year in which receipt occurs, 
except where longer deferment is granted 
under regulations, subject to such con- 
ditions as may be imposed in the dis- 
cretion of the Secretary. Where lia- 
bility will end within the six-year 
period, income is accounted for over the 
period as it is “‘ earned,” i.e., liability is 
removed. Where the period required to 
earn the income is longer than the maxi- 
mum six-year deferment period, the in- 
come must be spread ratably over the 
six years, except as regulations specifi- 
cally authorize a non pro rata division. 

The scope of this prepaid income pro- 
vision is not entirely clear, but perhaps 
the definition will prove reasonably ade- 
quate. In some instances, it may be 
hard to distinguish between (1) income 
to which is attributable a liability for 
undelivered goods or services and (2) 
income which results in creation of a 
contingent future expense. Payment 
upon delivery of equipment with an up- 
keep contract for five years may in part 
be prepaid income. But payment for 
goods delivered subject to guaranty or 
warranty involves no “ prepaid income,” 
only a contingent expense. Such nar- 
row distinctions may be important for 
several reasons. An election to defer 
tax on the prepaid income is not an elec- 
tion to set up an expense reserve. Even 
if it were, eligibility tests for each are 
different, and each will produce differ- 
ent tax results, as will be seen. 


47 § 462. 
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More important, however, than defi- 
nition is the question of whether ad- 
ministratively it is sound to permit free 
and unrestricted use by taxpayers for 
long periods of income which is not tax- 
paid. Collection problems will multi- 
ply. Hardship may result in years of 
declining receipts or even more acutely 
if as a result of termination of lia- 
bility in a subsequent year, income is 
“ bunched ” into a high income year or 
high rate year unexpectedly. Indi- 
vidual taxpayers particularly may pre- 
cipitate large unpaid tax liabilities into 
a last return by reason of death. 

Moreover, the hardship designed to be 
cured is not usually great. The tax- 


payer has the funds on hand to pay the 
tax currently. Adverse results of in- 
come fluctuations are to a great extent 
resolved by loss carrybacks and carry- 
overs. Even a taxpayer whose business 


is growing and whose prepaid income is 
therefore increasing can hardly urge 
need for deferment on “hardship” 
grounds except to the extent of the ex- 
cess of current prepaid income over cur- 
rent reductions in liabilities with respect 
to previously accrued income. The new 
provision, however, grants deferment 
for all prepaid income received begin- 
ning in the first year of election under 
the Code. This “ doubles up” the tax 
effects in the year of transition, since 
earlier prepaid income released from lia- 
bility in that year is already taxpaid. 
This will mean a much heavier and more 
or less permanent loss of revenue in the 
early years of the new law than was 
estimated. 

The expense reserve section seems 
even more troublesome. Charges to the 
reserve are not required within any 
specified period. Thus expenses can ap- 
parently be deducted currently which 
will not be payable for many years. It is 
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suggested that some very long term lia- 
bilities may now be currently expensed. 
For example, may a corporation hiring 
an executive in 1955 and contracting to 
pension the employee in 1975 accrue 
each year the portion of the pension 
obligation attributable to the current 
year’s operations? The answers to such 
questions will frequently be at least ob- 
scure. Even more common types of 
future expenses, not so long deferred, 
may be subject to a great deal more 
variation in estimated amount. Tax- 
payers may be tempted to “go the 
limit” in estimates currently, which 
when added to deductions of actual 
current expenses attributable to prior 
years will produce a high degree of “ tax 
holiday.” The incentive to thus acquire 
working capital out of tax reserves will 
be hard for some taxpayers to resist or 
for the Treasury to control. In many 
instances the reserve allowances for va- 
cation pay, separation benefits, “ un- 
limited return ” rights, warranties, self- 
insured liabilities (e.g. personal injury 
claims, patent or trade mark infringe- 
ment liabilities, plagiarism suits against 
such taxpayers as book and music pub- 
lishers and record companies, and so 
forth) are likely to prove sizable and 
administratively most difficult to handle. 

The potential for future collection 
problems and hardship cases due to de- 
clining income or development of exces- 
sive reserves which are required to be 
taken into income in one year is likely 
to be much greater than under the pre- 
paid income deferment provision. At 
the same time, if one can credit at all 
current widespread reports as to the size 
of projected reserves and of reserve elec- 
tions to be made, revenue losses will be 
impressive in the first year. It would 
have seemed wiser in granting reserves 
for as yet unexpended amounts to limit 
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it to increases in such anticipated ex- 
penses over current actual expenses in 
the reserve categories. This would cer- 
tainly have been adequate for “ hard- 
ship ” relief. 

Oddly enough, there is one area under 
the new law in which full deferment of 
current taxability is not allowed for 
future income. This arises as to tax- 
payers having installment sales income 
which has previously been accrued but 
not yet received.** Such taxpayers may 
not convert to an installment reporting 
method in many instances without pro- 
hibitive “ double taxation ” of outstand- 
ing receivables—yet this is the one in- 
stance in which the taxpayer has not yet 
received the income and whose claim to 
hardship may therefore be entirely 
valid. 


Another peculiarity in the new ac- 
counting rules is in the provision for 
deducting forced repayments of income 
in years subsequent to the year of re- 
ceipt.*” This section allows a taxpayer 
to reduce the tax for the year of repay- 
ment by the amount resulting from 
current deduction or by correction of 
the year of receipt, whichever is larger. 
The reason for this largess is not ex- 
plained. 

Another new section broadens the 
definition of acceptable accounting 
methods to specifically include hybrid 
methods, if approved by the Secretary. 
While the regulatory authority may en- 
able the Treasury to exercise effective 
control over this new liberality, it is not 
apparent why mixed cash and accrual 
methods or other hybrid accounting sys- 
tems should be promoted by giving 
them statutory prominence. The only 
example given in the Committee reports 


48 § 481. 
49 § 1341, 
50 § 446. 
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is of a small retail store which may com- 
bine cash treatment of rent, salaries, in- 
terest and insurance with accrual treat- 
ment of inventory, receivables and pay- 
ables. Why such a system is desirable 
is not explained. Administrative tax 
practice seems better able to cope with 
such problems than a statutory blessing 
to an inherently weak accounting sys- 
tem. Whether this statutory encour- 
agement will in fact only promote con- 
tinuance or expansion of the use for tax 
purposes of various questionable prac- 
tices (such as inventories which exclude 
direct labor costs or which even carry 
work in process at raw material costs) 
is a question time may answer. 

In summary, the new accounting pro- 
visions present considerable incentive 
and opportunity to taxpayers to defer 
sizable tax payments. The justification 
for such liberality in terms of hardship 
or sound tax administration is not easy 
to see. The chief result immediately 
may be a wholly unanticipated sizable 
reduction in revenues from corporate 
income taxes for fiscal 1955 and 1956 
as advantage is taken of the new rules. 


AN OVER-ALL APPRAISAL AND 
CONCLUSION 


Most of the problems in the four 
main areas of revision involved “ techni- 
cal” policy and detail rather than basic 
taxing philosophy. This is not to say 
that the technical decisions made may 
not materially affect important trans- 
actions and mean very large dollar 
effects for particular taxpayers. They 
will. Also, towards the end of Congres- 
sional consideration of the new Code, 
the usual quota of “ private relief ” pro- 
visions crept in. However, in terms of 
total revenue, in terms of the over-all 
shape of our taxing structure, not a 
great deal was involved. At least, as 
things finally turned out, no one was 
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concerned with changing basic policies 
of taxation with respect to corporations, 
partnerships and trusts. The account- 
ing changes related mostly to matters of 
timing, by far the most important mat- 
ters being the year of transition prob- 
lems, the revenue effects involved and 
the administrative wisdom of deferring 
tax collections on income received over 
long periods. 

One can detect a general policy direc- 
tion that, in clarifying obscure or dis- 
puted areas, the solution should be in 
favor of easing taxes and tax restric- 
tions, but “ loophole plugging ” was not 
neglected. Basic controversies as to such 
major questions as incentives for per- 
sonal effort, as to incentives to replace 
plant and equipment, as to incentives to 
save, as to breaking up large inherited 
fortunes, and so forth, were not really 
in the picture in these parts of the new 
law. 


Something must certainly be said 
about the scope of the technical revision 


undertaken. If the program had been 
limited to an intensive review of the 
four major areas and the full develop- 
ment of a revised statutory system gov- 
erning them, it might have resulted in 
a more impressive piece of work, par- 
ticularly, of course, as regards the cor- 
porate provisions. Basic policy might 
have been re-examined. Assimilation or 
rejection of administrative and court- 
developed rules could have been more 
intensively worked at. Important errors 
could have been greatly reduced. How- 
ever, this was not to be. A Pandora’s 
box of legislative proposals from all 
manner of taxpayers, organizations, and 
groups was opened wide by the Ways 
and Means Committee revision hearings 
and by public solicitation of revision 
proposals by the Joint Committee on 
Internal Revenue Taxation. 
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Once the decision had been reached 
to have a major technical revision bill, 
the floodgates were opened. A complete 
reorganization and rearrangement of 
the Internal Revenue Code was em- 
barked upon. At the outset, no limit 
at all was placed on the subject matter 
of revision. By the time doubts had 
arisen in some quarters as to the wisdom 
of trying to digest so much at once, the 
political position occupied by quantita- 
tive tax revision in the Administration’s 
legislative program had become so im- 
portant that there was no turning back. 
Under other circumstances, many re- 
sponsible legislators and others might 
have successfully urged a go-slow policy 
and a more limited approach. As it 
was, the demands on available drafting 
personnel made by the ambitious project 
greatly limited the resources that could 
be concentrated upon any one area of 
revision. In a good many instances, im- 
portant areas of the work had to be 
assigned to a limited group of qualified 
technical experts, so that there simply 
did not exist enough resources to meet 
the harsh demands for speed and quality 
imposed by the basic decisions. This is 
no reflection on the individual talents 
of the limited staff that was available. 
It is doubtful that any larger technical 
staff that might have been assembled in 
the time available could have coped en- 
tirely with the task.” 

The failure to tailor the technical job 
to the time and technical resources on 
hand became most obvious in the whole- 


51 An important factor in preventing development 
of a more cautious approach was the decision to 
shroud the preparation of the House bill from April, 
1953 to March, 1954 in complete secrecy. Public 
reaction to the inadequacies of the overly ambitious 
project was thereby delayed until after introduction 
of the House bill on March 9, 1954. In part this 
secrecy apparently reflected a realization of staff limi- 
tations and an effort to conserve time for uninter- 
rupted work. Viewed by hindsight, the policy of 
secrecy seems to have been unwise. 
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sale abandonment that occurred in the 
Senate of many of the major areas of re- 
vision undertaken in the House bill but 
never brought to satisfactory comple- 
tion. These included virtually eliminat- 
ing such important topics as pension and 
profit-sharing plans and the taxation of 
income earned abroad, as to both of 
which the House undertook large-scale 
revision that proved incapable of ade- 
quate development. In addition, most 
of the House bill provisions basically 
rewriting the law as to corporate organi- 
zations, reorganizations, distributions, 
and liquidations were abandoned in 
favor of the patch-up job to the pro- 
visions of the 1939 Code. The alloca- 
tion of man-hours to these abandoned 
areas must have been significant. Its 
effects, in limited scope and to some 
extent in quality of revision, are trace- 
able in the areas that survived the hack- 


ing away process that took place in the 
Senate. 

Despite such misjudgments in plan- 
ning and allocation of resources, some 
valuable contributions have been made 


to the technical taxing structure. The 
estate and trust provisions and, to a 
large extent, the partnership sections, 
exemplify a high level of technical 
achievement in very complicated fields. 
They illustrate particularly the value of 
extensive preparatory study of tax re- 
vision proposals before they are intro- 
duced into the legislative process. In 
the partnership and trust areas, careful 


and detailed work had been done by 
government and private organizations 
over a period of time. Interested tax- 
payers and professional groups had had 
an opportunity to become informed and 
to make their viewpoints known. The 
results contrast most favorably with the 
work done in the corporate and ac- 
counting provisions, in which the back- 
ground of detailed study by technical 
experts and opportunity for public dis- 
cussion by qualified professional groups 
was lacking. Where there was this ade- 
quate background of study and prep- 
aration, the results are generally a 
marked improvement over prior law. 
Where no such background existed, the 
results are disappointing and to a large 
extent a favorable legislative opportu- 
nity was lost. 


One lesson for the future is clear. 
The government staffs available for 
large-scale tax revision studies have been 
inadequate to the demands. Even with 
the offset that may be provided by 
adoption or use of the technical work of 
nongovernment groups the gap is likely 
not to be completely filled. We are not 
at the end of important tax revision 
programs. Since a large increase in 
technically competent organization can- 
not be brought about overnight, the 
importance of maintaining a more ade- 
quate force of legislative personnel on 
both Treasury and Congressional staffs 
has been convincingly shown. 





TAX ACCOUNTING AND BUSINESS ACCOUNTING. 


PRESENT 


STATUS AND REMAINING 


DIFFERENCES 


LESLIE MILLS * 


Statement of the Problem 
ho many years in the past, when- 
ever an opportunity presented it- 
self for submission of recommendations 
for amendment of the federal tax laws, 
the American Institute of Accountants, 
the national organization of certified 
public accountants, has consistently 
presented as its first recommendation a 
plea that tax accounting and business 
accounting be brought into closer con- 
formity. The language used in the 
recommendations to the 81st Congress 
in April, 1950 was as follows: “ Ac- 
counting for income tax purposes 
should be brought into closer con- 
formity with generally accepted ac- 
counting principles.” 

Now in Public Law 591, the Internal 
Revenue Code of 1954, we find exten- 
sive revisions of the statutory language 
having to do with accounting; accord- 
ing to the report of the Committee on 
Ways and Means the changes “ are de- 
signed to bring the income tax provi- 
sions of the law into harmony with gen- 
erally accepted accounting principles.” 

Thus the Congress has acted on the 
plea of the public accounting profession. 
Now let us see where we are and where 
we go from here. 

To appraise what the Congress has 
done, perhaps we should first deter- 
mine what was brought into closer con- 
formity with what—that is, what is 
accounting for income tax purposes and 
what are generally accepted accounting 


* The author is a Certified Public Accountant and 
a partner of Price Waterhouse & Co. 


principles. Perhaps a consideration of 
definitions is in order. 

The word “accounting” is com- 
monly used in the business community, 
but for the public accountant and for 
government agencies concerned with 
the regulation of business enterprises, a 
more precise understanding is necessary. 
Although scholars and textbook writers 
have frequently essayed a definition of 
accounting, the following definition 
produced by a responsible committee of 
the American Institute of Accountants 
may be taken as the most authoritative: 


Accounting is the art of recording, 
classifying, and summarizing in a signifi- 
cant manner and in terms of money, 
transactions and events which are, in part 
at least, of a financial character, and in- 
terpreting the results thereof. 


The same committee which produced 
this definition also undertook to ex- 
amine the meaning of “ principles” 
when used therewith. Possibly the most 
common meaning ascribed to “ prin- 
ciple” as a word is “a fundamental 
truth or proposition upon which many 
others depend.” But in connection 
with our present problem the acceptable 
definition more in point is “a general 
law or rule adopted or professed as a 
guide to action; a settled ground or 
basis of conduct or practice.” Thus we 
find that accounting principles repre- 
sent the accounting postulates, tech- 
niques, and practices which by experi- 
ence and reasoning have become 
accepted by the business community, 
working in concert with the professional 
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public accountant and subject to his 
approval, as those which are best fitted 
to be the language of financial and 
business transactions. 

It should be noted that the phrase 
“generally accepted accounting prin- 
ciples” as canons of the profession of 
public accounting is ordinarily con- 
cerned only with business income, and 
indeed to a large extent only with in- 
come of incorporated businesses. 


in contrast to the above, taxable in- 
come is a statutory concept. It reflects 
constitutional limitations, Congressional 
policy, as well as the application of 
principles of accounting. Furthermore, 
social and economic policies are implicit 
in the income tax laws, particularly in 
recent years, and these are designed to 
afford special treatment to particular 
types of income or particular industries. 
Such considerations and influences have 
no bearing on the concept of income 
for financial purposes. Moreover, it 
must be recognized that the existence of 
the basic purpose of raising revenues 
must necessarily have a significant effect 
on the determination of taxable income. 
Factors of policy and responsibility to 
investors, labor, management, creditors, 
and the public may well have an in- 
fluence in the direction of conservatism 
in the fulfillment of the responsibilities 
of the business community in financial 
reporting; on the other hand the need 
for determining a basis for the raising 
of taxes may have a contrary influence 
in the formulation of rules for the de- 
termination of taxable income. 


Statutory History 


The modern concept of a federal tax 
on income began in 1909 with the cor- 
porate excise tax law of that year. 


After the enactment of the 16th 
Amendment, it continued in the form 
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of the income tax law of 1913 and sub- 
sequent acts of later years. 

The principles of these earlier acts, 
however, were far removed from ac- 
counting concepts and principles of the 
period they covered, and only by dint 
of tortured interpretations of the statu- 
tory provisions and the cooperative 
effort between accountants representing 
business and the administration were 
they made effective at all. 

The first move toward reality came 
with the Revenue Act of 1918. This 
act attempted for the first time to set 
forth accounting rules based on com- 
mercial practice, and these statutory 
provisions have remained virtually un- 
changed since. Prior to the enactment 
of Public Law 591, these accounting 
rules were embodied in Sections 41, 42, 
and 43 of the Internal Revenue Code. 
These sections in clear and unmistakable 
language required: (1) that net income 
shall be computed on the basis of the 
taxpayer’s method of accounting regu- 
larly employed in keeping the books of 
the taxpayer, provided the method em- 
ployed clearly reflects income; (2) 
items of gross income shall be included 
in gross income for the taxable year in 
which received, unless under the 
methods of accounting permitted under 
the preceding sentence they should 
properly be accounted for as of a 
different period; and (3) deductions 
and credits shall be taken in accordance 
with the method of accounting on 
which net income is computed unless, 
in order to clearly reflect income, the 
deductions or credits should be taken 
in a different period. In his regulations 
covering these sections, the Commis- 
sioner of Internal Revenue emphasized 
that the basic intent of the statute was 
to follow such accounting rules as 
would clearly reflect the taxpayer’s in- 
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come, and that approved standard 
methods of accounting would ordinarily 
be regarded as clearly reflecting income. 
He also recognized that no uniform 
method of accounting could be pre- 
scribed for all taxpayers and that the 
law contemplated that each taxpayer 
should adopt such forms and systems 
of accounting as in his judgment were 
best suited to his practice. It may be 
noted that the need for a practical 
business approach was recognized, as 
in the provision of Section 39.43-2 of 
Regulation 118. In discussing when 
charges are deductible, the regulation 
states: “It is recognized, however, that 
particularly in a going business of any 
magnitude there are certain overlapping 
items both of income and deduction, 
and so long as these overlapping items 
do not materially distort the income 
they may be included in the year in 
which the taxpayer, pursuant to a con- 
sistent policy, takes them into his ac- 
counts.” Possibly most important, the 
regulations provided the following: 
Reg. 111, Sec. 29.22(a) 1: 


Although taxable net income is a statu- 
tory conception, it follows, subject to 
certain modifications as to exemptions 
and as to deductions for partial losses in 
some cases, the lines of commercial usage. 

Subject to these modifications statutory 

net income is commercial net income. 

This appears from the fact that ordi- 

narily it is to be computed in accordance 

with the method of accounting regularly 
employed in keeping the books of the 
taxpayer. 

From the preceding excerpts and 
quotations it is apparent that there was 
a definite intent in the law that there 
should be the closest possible harmony 
between tax accounting and generally 
accepted business accounting. The 
Supreme Court in the leading case of 
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United States vs. Anderson (269 U.S. 
422, (1926) ) stated: 


It (the Treasury decision) recognized the 
right of the corporation to deduct all 
accruals and reserves without distinction 
made on its books to meet liabilities, pro- 
vided the return included income accrued 
and, as made, reflected true net income. 
... It (the purpose of the statute) was 
to enable taxpayers to keep their books 
and make their returns according to 
scientific accounting principles, by charg- 
ing against income earned during a tax- 
able period the expenses incurred in and 
properly attributable to the process of 
earning income during that period. 


The above quotation is a statement of 
the primary objective of generally ac- 
cepted accounting principles. While in 
some areas of accounting there are 
differences in the principles followed by 
different businesses, although each may 
be so widely used as to be considered to 
be generally accepted, the primary ob- 
jective of all methods is to have each 
accounting period reflect the income 
earned in that period and the expenses 
incurred in producing and properly at- 
tributed to such income. The differ- 
ences in principles adopted do not in- 
validate this rule, since as a corollary in 
well-recognized principles of account- 
ing it is agreed that once a particular 
method has been adopted, it should be 
followed consistently thereafter. If 
subsequently any change is made, the 
nature and significance of the change 
must be clearly disclosed. It would be 
an obvious requirement in tax account- 
ing principles that the need for protect- 
ing the revenues would bar any change 
made unilaterally by the taxpayer. 


On this basis, it seems evident that 
the divergencies between tax accounting 
and financial accounting, the existence 
of which was unquestioned and which 
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was spawning an ever increasing volume 
of tax and economic literature, resulted 
from interpretations of the tax laws 
which, at least in the minds of account- 
ants and of businessmen, were at vari- 
ance with the clear intent of Congress. 


Genesis of 1954 Provisions 


In January, 1953 the American In- 
stitute of Accountants submitted rec- 
ommendations to the Committee on 
Ways and Means for improvements of 
federal tax legislation and administra- 
tion. This report emphasized the ur- 
gent need for having the tax laws more 
generally embrace widely accepted ac- 
counting principles and suggested that 
recognition of such principles would go 
far toward eliminating many of the in- 
equities resulting from existing tax 
rules. As noted above, this was ir line 
with previous submissions to the ko 
gress on behalf of accountants. 

For the first time, however, the staff 
of the Joint Committee on Internal 
Revenue Taxation and the Chairman of 
the Committee on Ways and Means ex- 
pressed particular interest in the prob- 
lem. In effect they invited the account- 
ing group to furnish the Committee 
with a statement of instances where tax 
accounting did not conform to sound 
accounting principles and methods. 


n- 


Acting on this invitation, the Ameri- 
can Institute of Accountants appointed 
a special committee to study the whole 
matter. After considerable research 
and study, the Institute produced a re- 
port to the Chairman of the Ways and 
Means Committee which represents the 
most exhaustive study of the problem 
and of actual instances of the diver- 
gencies produced to that time. 

This report is reproduced in full in 
the Journal of Accountancy for Janu- 
ary, 1954. Although previous recom- 
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mendations on behalf of the accounting 
profession had stated that the problem 
involved disputes both as to the time of 
taxation and also as to occasional tax- 
ation as income of what was actually 
capital, the special committee reached 
the conclusion that, except for diver- 
gencies representing Congressional de- 
cisions of policy, the areas where tax 
rules of accounting differed radically 
from accepted accounting principles 
were confined almost entirely to ques- 
tions of when certain types of revenue 
and expense should be recognized. 

The committee naturally dealt with 
the concept of generally accepted ac- 
counting principles and summarized 
principles governing the treatment of 
revenue costs and expenses falling within 
the areas of divergence as follows: 


1. Revenues are recognized as entering 
into the determination of income when 
sales are made or services are rendered. 

2. The mere receipt of money or 
promise of another person to pay money 
for goods or services does not represent 
revenue which should be recognized in 
the determination of income of the period 
of receipt if it is burdened with an obliga- 
tion to deliver goods or render services in 
the future. Items of this nature are 
treated as resulting in liabilities or de- 
ferred credits until they are earned 
through the fulfillment of the required 
performances. However, the fact that 
incidental costs or claims are yet to be 
met does not warrant deferring recogni- 
tion of revenues; for example, revenues 
from sales are recognized despite the fact 
that they are subject to product guaran- 
tees or sales allowances. These incidental 
costs and allowances are deemed to be 
charges of the period in which the 
revenues are taken into income. 

3. Costs and expenses directly identifi- 
able with revenues are chargeable against 
the income of the period in which the 
revenues are recognized. Expenses, such 
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as insurance, rent, property taxes and in- 
terest, which are for particular periods 
of time are chargeable over such periods. 
Other expenses incurred in the general 
conduct of the business are chargeable 
against the income of the period in which 
they are incurred unless it is clearly 
evident that they are for the benefit of 
future periods and there is a reasonable 
basis, both as to amount and time, for 
allocating them to future periods, in 
which event they should be deferred and 
charged to such periods. 

4. If the precise amount of any costs 
or expenses is not determinable at the 
time they are chargeable against income, 
they should be recognized on the basis of 
reasonable estimates. Differences between 
such estimates and the actual amounts 
ultimately found to be involved are 
recognized as charges or credits to income 
of the period in which such differences 
first become evident. 

§. Accounting recognition of costs and 
expenses which cannot be determined 
with a reasonable degree of accuracy at 
the time they would otherwise be charged 
against income of a particular period 
should be deferred until such determina- 
tion is possible, whereupon they become 
chargeable to the income of the period of 
determination unless, in the aggregate, 
they are so material that their inclusion 
would impair the significance of the in- 
come of that period. In the latter event, 
they are treated as an adjustment of the 
income reported for the earlier period by 
being carried directly to surplus. 

A particularly valuable contribution 
to the literature on the problem is pro- 
vided by the two appendices to the re- 
port. Appendix A covers typical cases 
where rules of tax accounting required 
treatment contrary to generally accepted 
accounting principles (excluding diver- 
gencies which result from Congressional 
policy decisions). Appendix B com- 
prises a discussion of decisions and 
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opinions establishing tax rules which 
would be affected by adoption of the 
recommendations. It should be noted 
that to the extent that the Internal 
Revenue Code of 1954 adopts the rec- 
ommendations in principle, these ap- 
pendices may be of value in interpreting 
Congressional intent. 

While Appendix A covered a multi- 
tude of specific instances in which the 
problem under discussion arose, the 
more common divergencies between the 
rules of accounting for tax purposes and 
generally accepted accounting principles 
were summarized in two major cate- 
gories: (1) revenues received in ad- 
vance of performance of services, and 
(2) the tax treatment of estimated costs 
and expenses. A third category listed 
was concerned with the tax treatment 
of accruals and apportionments of 
property taxes; but while this matter 
was important in many instances, it 
represented a specific problem rather 
than a matter of broad theory. 

The method employed by the Con- 
gress in revising the accounting sections 
of the new Code was to take the three 
major categories of divergencies noted 
above and to attempt to cure the com- 
plaints by specific statutory provisions. 
In other words, the Congress enacted 
specific provisions designed to meet the 
accounting objections to the developed 
tax treatment of prepaid income, esti- 
mated costs and expenses, and accruals 
and apportionments of property taxes. 
(It is not the purpose of this paper to 
discuss the other detailed provisions for 
fiscal periods, changes of periods and 
methods, and the transition rules de- 
signed to both protect the revenue and 
to avoid inequities to taxpayers. Im- 
portant though these provisions may be, 
they are matters for application by the 
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technician to specific circumstances. ) 

The significance of this approach is 
that the Congress apparently felt that 
the general language as to accounting in 
the Internal Revenue Code of 1939 re- 
flected the Congressional intent, and 
therefore it was substantially reenacted. 
This raises the immediate question as to 
whether a divergency which was not 
covered in submissions to the Congress, 
or in the specific statutory provisions 
designed to meet the accounting recom- 
mendations, will be handled on the basis 
of the approach understood at the time 
to agree with generally accepted ac- 
counting procedures, or whether case 
law and interpretations of the super- 
seded Code will be determinative. 

The specific statutory changes, noted 
above, follow closely the recommenda- 
tions of the professional accounting 
group. As to prepaid income, the Code 
and the Committee reports state that it 
is intended that accrual basis taxpayers 
may defer the reporting of advance pay- 
ments of income until the year or years 
in which, under the taxpayer’s regular 
method of accounting, the income is 
earned (provided that for revenue pro- 
tection purposes such deferment not 
exceed five years after receipt). 

With respect to reserves for estimated 
expenses, the stated intent of the new 
statutory provision is to permit accrual 
basis taxpayers to deduct reasonable ad- 
ditions to reserves for estimated ex- 
penses, provided the expenses are related 
to income taxed during the year, and 
provided further that the items are 
allowable deductions which can be 
estimated with reasonable accuracy. 
Reserves are to be considered reasonably 
subject to estimate when based on reli- 
able data or statistical experience of the 
taxpayer or other comparable organiza- 
tions. Specifically, reserves for general 
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contingencies, indefinite future losses, or 
amounts in litigation are excluded. Note 
that these rules are those which would 
be applied by the professional account- 
ant for business reporting purposes. 
An important provision is that at the 
end of each year the reserves are to be 
adjusted to reflect the best estimates cur- 
rently available and that any amount by 
which the reserve is found to be exces- 
sive is to be taken into account in the 
year of determination. This also is the 
normal accounting rule, since in 
financial reporting it is a postulate that 
income is to be determined on the basis 
of information available or reasonably 
subject to estimate at the time of prepa- 
ration of the reports. Later adjust- 
ments are to be accounted for in the pe- 
riod when the information on which the 
adjustment is based can be determined. 
With respect to the accrual of 
property taxes, the legislative draftsmen 
first made the requested changes on a 
mandatory basis but applicable only to 
real property taxes. For accounting 
purposes, the principles of accrual apply 
with equal weight to property taxes 
other than on real property; but ad- 
mittedly the most important diver- 
gencies in actual practice concern real 
property taxes. Thus the House bill 
provided that accrual basis taxpayers 
in the future would be required to ac- 
crue real property taxes ratably over 
the period for which the property tax 
was imposed. This provision was en- 
tirely in accordance with the recom- 
mendation of the accountants. How- 
ever, the House bill necessarily pro- 
vided that no tax previously deducted 
could again be claimed for tax purposes. 
After the language of the provisions 
became known, taxpayers involved in 
material amounts realized that for the 
first year covered by the new rules, their 
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deduction for real property taxes would 
be materially distorted in its relation to 
income in that no offset to the income 
of that year would be allowed for taxes 
deducted in the prior year. Neverthe- 
less, it was clear that in many cases 
such prior deduction was related to the 
income of the first year affected by the 
new rules. While accepting the proposi- 
tion that no double deduction could be 
permitted, the distortion in the year of 
change was of particular importance to 
public utility corporations and others 
whose income was subject to controls 
by regulatory bodies and whose rates 
for services were affected by reported 
profits. Thus the’Senate bill and the 
final law were changed to provide that 
the adoption of what might be termed 
the admittedly proper accounting 


method for real property taxes was to 
be at the election of the taxpayer. 
While this represented a retreat from the 


announced objective to conform tax ac- 
counting to financial accounting, the 
special circumstances seem important 
enough to justify the exception. It may 
be expected that new taxpayers will 
generally determine their deductions on 
the stated generally accepted method. 


Remaining Areas of Differences 

Where, then, are the remaining areas 
of difference between tax accounting 
and business financial accounting—apart 
from those already noted involving as 
Congressional policy on tax free income 
(interest on state and municipal obliga- 
tions, etc.), nondeductible expenses 
(such as items disallowed as against pub- 
lic policy, federal income taxes, etc.), 
and the broad area of corporate organi- 
zation and reorganization, which is be- 
yond the scope of this discussion? 


If we consider first the specific im- 
plementing provisions of the new Code, 
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we find various formula limitations in 
their application. The requirements of 
susceptibility of measurement and re- 
lation to income of the accounting 
period involved of reserves for esti- 
mated expenses do not truly represent 
differences with financial accounting, 
since the criteria embodied in the law 
and its legislative history are actually ex- 
pressions of pragmatic tests which would 
be proper in the application of accepted 
accounting principles for business fi- 
nancial accounting purposes in any case. 
So also are the specific requirements 
that reserves for purely contingent and 
future expenses are not allowable. 

The revenue-protecting limitations on 
the deferral of receipts of income items 
in advance of accrual (i.e., in advance 
of the period during which the services 
will be rendered and the related costs 
incurred) represent true divergencies 
from generally accepted accounting 
principles. However, the reasonableness 
of the provisions from the revenue view- 
point seems evident, and while material 
distortions may result in specific cases, 
no over-all criticism seems called for. 

So also must the election of method 
of accrual of real property taxes be ac- 
cepted on the basis of a realistic recog- 
nition of an actual business problem 
with purely tax ramifications. 

On the basis of application of present 
concepts of accounting principles for 
financial reporting purposes, and the 
new law as enacted, it appears that the 
areas in which divergencies will continue 
to occur will be: (1) in interpretation 
of the intent of the specific clarifying 
and amending provisions as to prepaid 
expenses and deferred expenses, and (2) 
in connection with other transactions 
and items beyond the scope of these two 
classifications. Some are noted in the 
American Institute of Accountants re- 
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port and others remain to be developed. 
While the report of the A.I.A. com- 
mittee on accounting principles for tax 
purposes is not referred to in the re- 
ports of the Congressional Committees 
on Public Law 591, it is a matter of 
record in the preliminary basic hearings 
in 1953 on the need for revenue re- 
vision. Thus as a general proposition, 
it seems reasonable to assume that to the 
extent the accounting treatment of the 
various items set forth in that report as 
instances of variation has accounting 
support (and the report itself, having 
the sponsorship of the national organiza- 
tion of certified public accountants, is a 
powerful sanction in itself), then the 
treatment specified as correct but at 
variance with tax accounting practice 
in the pre-P.L. 591 period should be 
acceptable under the new provisions. 


Five other areas are noted in the ac- 
countants’ report as follows: 


Divergences involving inventories 


and purchase commitments: 


A. Basis of pricing inventories: 

1. For general accounting purposes, 
“market” cannot be less than 
net realizable value reduced by 
normal profit margin; tax rules 
required lower “ market ” valua- 
tion based on replacement cost, 
unless covered by firm. sales 
contracts. 

2. For general accounting purposes, 
comparisons of “cost” with 
“market” may frequently be 
made on the basis of totals for 
groups of items; for tax pur- 
poses, an item-by-item compari- 
son is required. 

B. Losses on purchase commitments, 
measured in the same manner as are 
inventory losses, are recognized for 
general accounting purposes; for tax 
purposes, such losses are generally not 
allowable. 
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Divergences involving recognition of 
gain or loss: 


A. Transactions in company’s own stock 
do not give rise to gain or loss for 
general accounting purposes; for tax 
purposes recognition of gain or loss 
may be required. 

B. “ Sale” of returnable containers is not 
recognized as such for general ac- 
counting purposes; for tax purposes 
gain or loss is recognized if title passes 
to customer. 

C. Where property is acquired by a mort- 
gagee in forclosure, for general ac- 
counting purposes no significance is 
attached to the bid price in measuring 
the creditor’s loss; for tax purposes, 
the bid price is recognized as signifi- 
cant and determines the bad debt loss 
of the creditor who is also held to 
receive gain or loss (usually capital 
gain or loss) to the extent of the 
difference between the fair market 
value and the bid price. 


With respect to inventory items, 
in actual practice the accounting rules 
are probably much more frequently ac- 
cepted for tax purposes than not. How- 
ever, it is obviously a potential nuisance 
that stated tax rules vary from business 
practice, whether or not the latter are 
accepted in administration. 

The accounting requirement for 
recognition of loss on purchase com- 
mitments is well established in business 
practice, and under the new rules for 
tax practice there seems to be no legiti- 
mate reason for not conforming in 
these cases. However, the new pro- 
visions did not cover the point. The 
returnable containers item is another 
matter on which no action was taken 
and on which no real reason appears to 
justify a continued divergency. The 
new provisions on accrued expenses may 
perhaps be interpreted to cover this 
problem. 
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The recommendation with respect to 
transactions in corporate taxpayers’ own 
stock has been effected in the new law, 
which provides that no gain or loss is 
recognized to a corporation on pur- 
chases or sales of its own stock, whether 
or not the stock is cancelled or retained 
in the treasury. 

The mortgage foreclosure matter was 
treated in the House bill but was 
eliminated by the Senate and in the fi- 
nal statute, pending further study. This 
matter probably will be reconsidered in 
connection with the next revenue bill. 

The final areas, not brought to the 
attention of the law writers, will 
generally relate to specific industries, 
types of income, or transaction or ele- 
ment in the determination of income. 

Possibly the most important diver- 
gency with respect to number of tax- 
payers involved, which was not 


included in the special report of the ac- 
countants, concerns the deductibility of 
market declines of inventories accounted 


for on the last-in first-out basis. Ac- 
cepted accounting principles require 
that inventories be valued at the end 
of a fiscal period at the lower of cost 
or market, and that such valuation con- 
stitutes cost for determination of in- 
come for the subsequent period. How- 
ever, the statute required and still re- 
quires as a condition for the use of the 
lifo inventory method that valuations 
be based on cost. During the last Con- 
gress several bills were introduced to 
permit deduction of such market de- 
clines, and attempts were made to have 
similar provisions included in the In- 
ternal Revenue Code of 1954. These 
efforts were not successful, and it may 
be expected that they will be renewed 
during the next revision period. In the 
meantime, companies which suffer such 
declines will be required by accepted 
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accounting conventions to recognize the 
declines in their accounts and financial 
statements. While under present eco- 
nomic conditions such instances have 
not been very frequent, when they have 
occurred they have been of major con- 
cern, and drastic declines in raw 
material prices generally could make 
this a real problem for many taxpayers. 

Another item which results in major 
differences in certain industries stems 
from the specific statutory provisions 
for deduction of depletion of natural 
resources, intangible drilling costs and 
other items. Major taxpayers con- 
cerned with this problem follow differ- 
ent accounting practices, and these 
practices are accepted on the basis of 
consistency and disclosure. This matter 
was not considered specifically as a 
divergency between accounting and tax 
practice, and it is not likely to become 
an issue. They fall into the general 
class of differences resulting from Con- 
gressional policy in enacting statutory 
provisions which are understood to 
represent, under some circumstances, 
more liberal treatment than would re- 
sult from adherence to generally ac- 
cepted accounting principles. The 
matter of amortization of emergency 
facilities, discussed below, may be in 
the same category. 

A major dilemma for business 
management is the problem of relation 
of methods used in financial reporting 
for current and future years to the tax 
accounting concept, again aside from 
the policy differences previously re- 
ferred to. The basic complaint of the 
accounting profession has been that tax 
accounting requirements departed from 
generally accepted accounting prin- 
ciples. There is thus at least superficial 
logic in the proposition that if a treat- 
ment required or permitted under the 
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new provisions is not followed for 
financial accounting purposes, the justi- 
fication for different treatment for tax 
purposes is lost. But there are no re- 
quirements in the statute, nor in the 
proposed regulations available at this 
writing, that adoption of the new statu- 
tory provisions for book or reporting 
purposes is a prerequisite for their use 
for tax purposes, Indeed, on the basis 
of past and proposed practices (e.g., in 
the case of depreciation) the probabili- 
ties are that correlation with book and 
reporting practices will not be required. 

The danger in this situation is that it 
tends to discredit the basic premise on 
which the statutory provisions are based, 
and that the provisions thus may be 
considered as tax incentive or relief pro- 
visions enacted at the will of the Con- 
gress and susceptible to modification or 
abandonment without violation of a 
basic premise of the concept of taxation 
of business income. This, in effect, puts 
the burden on the public accounting 
profession to justify the differences in 
view of the fact that the profession 
labored mightily to obtain Congressional 
action to narrow the disparities. 

The accounting profession has in the 
past been confronted with a similar 
problem in connection with the ac- 
counting for amortization of emergency 
facilities under Section 124 of the 
Revenue Act of 1940 and 124(a) of 
the Revenue Act of 1950. These tax 
provisions permitted deduction for tax 
purposes of the cost of the certified 
portion of emergency facilities over a 
period of 60 months, and in the World 
War II period, provision was made for 
telescoping the deduction into the 


period ending on September 29, 1945. 
The accounting profession took the 
position that, regardless of the specific 
tax rules, the write off of investment in 
appraisal of 


facilities required an 
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economic usefulness and loss of useful 
value. Thus, in many cases the annual 
depreciation recognized on certified 
facilities was less than that taken for 
tax purposes. In addition, it became 
necessary to recognize in financial state- 
ments that current periods were re- 
ceiving a tax benefit which would be 
offset by the loss of tax deductions in 
future years, so that in cases involving 
material amounts it became necessary to 
provide a reserve representing future 
tax liabilities in order to achieve the 
proper matching to income of costs and 
expenses including federal income taxes. 
The difficulty of estimating future tax 
rates is evident. 

A similar problem may exist in con- 
nection with the provisions of the new 
law on depreciation. The new Code 
provides at the election of taxpayers 
for use of the declining balance, the 
sum of the years-digits, or some other 
method for determining depreciation 
for tax purposes. While the basic legis- 
lative history indicates that these pro- 
visions were designed to permit tax- 
payers adequate deductions for write 
off of investments in facilities, the 
record also indicates that the Congress 
expected the provisions to promote 
business activities and to encourage in- 
vestment in facilities. Thus in many 
cases, business management and pro- 
fessional accountants may determine 
that the tax deductions available are in 
excess of the amount properly allocable 
to current income for the fiscal periods 
involved. This will create a difference 
between tax accounting and financial 
accounting of the same character as for 
amortization of emergency facilities, 
and possibly the accounting conventions 
adopted will be comparable. 

It should be noted that proposed 
regulations issued for the new deprecia- 
tion methods make it clear that the tax 
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methods employed for depreciation need 
not be followed for book and financial 
reporting purposes, provided adequate 
records are maintained. 

A similar problem may well arise in 
some cases in connection with the new 
rules for deduction of research and ex- 
perimental expenses. The statute pro- 
vides specific rules for deduction of such 
items, and in appropriate cases the ac- 
counting treatment may well differ. 


The Future 


Speculation as to “ where do we go 
from here” requires consideration of 
the process by which legislation, on 
taxes and on other matters, is conceived 
and enacted, of the process of develop- 
ment of accounting principles, and of 
the very real influence of tax considera- 
tions on accounting principles for fi- 
nancial reporting purposes. 

Aside from consideration of rates and 
revenue raising purposes, tax law pro- 
visions are made by the Congress as the 
result of representations by taxpayers 
and their advisors, and by officials of 
the government charged with the re- 
sponsibility of conceiving policy and 
administering the laws. Provisions such 
as we are considering are not produced 
in a vacuum—they are enacted and 
they are amended to fit specific prob- 
lems after long and sometimes vigorous 
advocacy by interested parties. But 
once enacted, they are administered by 
the responsible government officials and 
they are interpreted by the courts on 
the basis of what they say and on what 
the Congress is believed to have meant 
when they were enacted. Despite the 
possible loss in equitable result, tax pro- 
visions work best if they are susceptible 
of interpretation on the basis of formula 
and of at least the appearance of cer- 
tainty. When the Congress essays to 
charge the administration with respon- 
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sibility of judging and appraising the tax 
burden, chaos and confusion can result. 

A case in point is the occasional at- 
tempt to collect for the federal revenues 
the portion of business profits deemed 
to be “ excessive ” under the guise of an 
excess profits tax or by a price revision 
process such as renegotiation. Aside 
from the semantic difficulty of dis- 
tinguishing between the concepts of 
“excess profits” under a tax law and 
“excessive profits” under a renegotia- 
tion law, the obvious needs of equity 
demand that judgment of individuals 
must be applied to determine the proper 
amount of the burden of profits, no 
matter how the recovery is described. 
The tax structure and administration 
cannot bear this burden, and only con- 
fusion results. Thus taxation processes 
in this country resolve to a static 
formula basis. 

On the other hand, accounting prin- 
ciples by their nature cannot be static; 
they must reflect the changing nature 
of the business community, its develop- 
ing responsibilities, its evolving forms of 
organization and methods of operation. 

This is not to say that what we con- 
ceive of as generally accepted account- 
ing principles are merely means of re- 
flecting the wishes as to commercial 
practices of the managerial class which 
has developed in our business society. 
Rather, it must be recognized that 
changes in the form in which our 
business enterprises are organized, the 
manner in which their affairs are con- 
ducted, and the controls, by govern- 
ment fiat or by self-discipline, applied 
to them must be recognized in the de- 
velopment of the accounting principles 
applied to reports of their activities. 


As a case in point, a major develop- 
ment in the present century, recognized 
in basic accounting literature, has been 
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the increased recognition of the signifi- 
cance of the income statement rather 
than the statement of assets and liabili- 
ties. This development did not stem 
from a reappraisal of the previous em- 
phasis on the statement of assets and 
liabilities; it arose rather with the de- 
velopment during the period of large 
complex corporate units, with many 
owners, and with necessarily increased 
emphasis on the position of the buyer 
and seller with an interest in the enter- 
prise, rather than on the organization as 
owner of a group of assets to be valued. 

An illustration of a major problem 
of the type under discussion, which will 
undoubtedly arise in the future, con- 
cerns the matter of depreciation and 
high costs. For many years the account- 
ing profession has given extensive con- 
sideration to the problem of the need 
for making adequate provision for the 
replacement of plant facilities in view 
of sharp increases in the price level. The 
problem requires consideration of the 
need for charges against current income 
for depreciation of facilities acquired at 
lower price levels. 

The management of many large pub- 
lic corporations have already made pro- 
vision in their accounts for amounts in 
excess of depreciation on historical costs 
of investments in plant facilities; and 
many more have drawn the attention of 
stockholders to the need for such pro- 
visions on the part of a growing and 
continuing enterprise. But the ac- 
counting profession has not yet agreed 
that as a matter of generally accepted 
accounting principles such recognition 
should be required, and, possibly more 
important, there has not been developed 
a generally accepted technique for re- 
flecting the recognition, even if the 
need is evident. Study continues on all 
levels. In the meantime the tax ac- 








counting rules are firmly wedded to the 
proposition that deductions for tax 
purposes are to be based on historical 
costs of facilities being written off and 
that in no event may a taxpayer deduct 
more than the amount of dollars in- 
vested in the facilities. The problem is 
one of both theory and of devising a 
method of measurement. Depending on 
the trend of the value of the dollar, it 
may well be that recognition of this 
real problem will become an accepted 
practice in financial reporting. How- 
ever, it cannot be expected that such 
recognition will automatically carry 
with it comparable allowances for tax 
purposes. This could be the subject of 
a major effort for tax revision in the not 
too distant future. 

Finally, it is important to recognize 
the growing influence of internal 
revenue tax laws on accounting prin- 
ciples and practices. The basic respon- 
sibilities of management and its pro- 
fessional accounting advisors are to 
stockholders and the public; they can- 
not be prescribed by provisions enacted 
for tax purposes. However, the high 
level of tax rates at present and in the 
foreseeable future form a powerful in- 
fluence on accounting practice, and to 
the extent that a tax treatment depends 
on or is influenced by the practice in 
financial accounting, the pressure can 
prove well-nigh irresistible. This is not 
to say that management and the ac- 
counting profession will set the course 
solely on the basis of tax practice and 
procedure, but realistically, interested 
parties must realize that their stake in 
insuring that tax rules are acceptable 
for the fulfillment of their public obli- 
gations makes it imperative that their 
representations to the Congress in con- 
nection with tax matters recognize these 
additional responsibilities as well as the 
burden of the federal revenues. 
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POLICY UNDER THE 
ANALYSIS 
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Introduction 


EPRECIATION has been, and, it is 
safe to predict, will continue to be, 
a controversial item of business expense. 
Even without an income tax, serious 
differences of opinion arise over the 
proper accounting method for depreci- 
able assets. High income taxes ob- 
viously sharpen these issues. 


Broadly speaking, there are two ap- 
proaches to the amount of depreciation 
that should be allowed under the in- 
come tax. One view is that the cost of 
depreciable assets should be allocated in 
such a way as to improve the measure- 
ment of taxable income. Such an ap- 
proach raises three important issues: * 
(1) What cost—historic or current— 
should be allocated over the depreciation 
period? (2) What depreciation period 
should be used? (3) What pattern of 
annual depreciation should be followed 
over this depreciation period? 


The other, and not necessarily ex- 
clusive, approach is to view the amount 
of depreciation allowed under the in- 
come tax as a method of stimulating or 
retarding the purchase of depreciable 
assets. This approach is primarily con- 
cerned with the effect on asset purchases 
of greater or smaller amounts of de- 
preciation, whether they result from 
manipulations in the depreciation pe- 
riod, in the method of depreciation over 
a given period, or in the kind of cost 


* The author is Associate Professor of Economics 
at the Massachusetts Institute of Technology. 


1 These issues are in addition to the problem of 
determining the proper rate of discount to apply to 
the income stream expected from the asset’s purchase. 
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that can be written off. It therefore 
represents a fundamentally different 
way of judging the adequacy of de- 
preciation allowances. In the one case, 
the test is the accuracy of income 
measurement; in the other, the test is 
whether the purchase of the right kind 
and the right amount of depreciable as- 
sets is secured. 


Changes Made by Internal Revenue 
Code of 1954 


The Internal Revenue Code of 1954 
made changes in the method of depreci- 
ation permitted under the income tax, 
continued the use of historic cost as the 
depreciation base, and made no modifi- 
cation in the depreciable life of assets.” 
The new methods allowed are the sum 
of the years-digits method, the declining 
balance method at double straight line 
rates, and any other methods that give 
no more than this latter method during 
the first two-thirds of the useful life of 
the asset. Taxpayers are also given the 
privilege of switching at any time to 
straight line from declining balance de- 
preciation in order to write off the cost 
of their asset fully. These new pro- 
visions apply only to new assets ac- 


2 Section 167(e) (1) of the House Bill provided for 
10 per cent allowable leeway on each side of the rates 
determined by the tax administration. This section 
was stricken in the final bill, primarily because the 
policies already announced by the Administration 
would permit greater flexibility. 


3A fixed percentage of a diminishing balance will 
never fully write off its cost. A declining balance 
rate of twice the normal rate will write off approxi- 
mately 92 per cent of the cost of a 5-year asset over 
its life, and 87 per cent of a 40-year asset. At 150 
per cent of the straight line rate, the respective per- 
centages would fall to 83 per cent and 78 per cent. 
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quired after (or costs attributable to the 
period after) December 31, 1953 with a 
useful life of 3 or more years. They 
can, therefore, affect any taxable year 
ending after this date. 

These provisions represent the first at- 
tempt to spell out depreciation methods 
in the statute. While believed to be 
allowable under existing statutes, the 
present Administration thought it de- 
sirable for Congress to make a specific 
decision about them, Under previous 
administrations, the amount of depreci- 
ation resulting from the sum of the years- 
digits method or the declining balance 
method at twice the straight line rate 
was not believed to be “ reasonable ”-— 
the controlling statutory language. A 
relatively few taxpayers were using the 
declining balance method at 150 per 
cent of straight line rates—the rates 
considered proper by the tax adminis- 
trators, 


Purposes Underlying New Depreciation 
Policy 


It seems reasonable to infer that the 
primary motivation behind the new de- 
preciation policy was to encourage the 
purchase of new depreciable assets. The 
Secretary of the Treasury in his open- 
ing statement to the Senate Committee 
on Finance justified the additional de- 
preciation deduction only in terms of 
its stimulus to “ employment, plant ex- 
pansion, and modernization.”* The 
Under Secretary in his initial statement, 
in which he reviewed the major changes 
in the House bill and the purpose un- 
derlying each of them, stated its pur- 
pose is to “reduce tax barriers to in- 


4U. S. Senate, 83d Cong., 2d Sess., Hearings before 
the Committee on Finance on H. R. 8300, The Inter- 
nal Revenue Code of 1954 (Part 1), pp. 97-98. The 
conspicuous omission of its effect on the measurement 
of income is significant. 
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vestment ....”° And, while the 
House and Senate Committee reports 
placed much more weight than did the 
Administration on the measurement of 
income, greater emphasis was given to 
its investment-stimulating aspects.® 
Moreover, the case that the new 
method is a better approximation to 
true depreciation than is straight line 
depreciation does not seem persuasive. 
It is mot enough to assert that a 
machine’s usefulness decreases more in 
the early years of life than in its later 


5 Ibid., p. 104. Upon being questioned, however, 
the Under Secretary did refer to the problem of in- 
come measurement by saying: “ The big advantage of 
this proposal is that in the first place your asset is 
written off in the way in which depreciation actually 
occurs. A machine, like an automobile, depreciates 
much faster in the first few years than later on.” 

He has expressed this sentiment often in speeches. 
For example: “ This [straight line] system, which 
spreads the cost evenly over the asset’s life, is simple, 
but the deductions which it allows are frequently at 
odds with the actual facts. For instance, as everyone 
knows, a large portion of the value of a new auto- 
mobile disappears during the first year or two of its 
life. The failure of tax deductions under the straight 
line formula to keep pace with true depreciation was 
discouraging to plant modernization and economic 
progress. ... The unrealistically slow write-off ....” 
Remarks by Marion B. Folsom before the Washington 
Seminar on Marketing, Washington, D. C., September 
30, 1954. 


6 The Committee on Ways and Means stated: “In 
many cases present allowances for depreciation are 
not in accord with economic reality, particularly 
when it is considered that adequate depreciation must 
take account of the factor of obsolescence. The aver- 
age machine or automotive unit actually depreciates 
considerably more and contributes more to income in 
its early years of use than it does in the years im- 
mediately preceding its retirement.” U. S. House, 
83rd Cong., 2nd Sess., Report No. 1337, Report of the 
Committee on Ways and Means to Accompany H. R. 
8300, Internal Revenue Code of 1954, p. 22. Both 
the Committees on Ways and Means and on Finance 
reported: “ This [declining-balance] method concen- 
trates deductions in the early years of service and 
results in a timing of allowances more in accord with 
the actual pattern of loss of economic usefulness.” 
Ibid., p. 23; and U. S. Senate, 83rd Cong., 2nd Sess., 
Report No. 1622, Report of the Committee on 
Finance to Accompany H. R. 8300, Internal Revenue 
Code of 1954, pp. 25-26. 
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years to prove that the straight line 
method is wrong.’ Unless rates of dis- 
count of future receipts are zero, the 
straight line method does imply that 
the asset contributes more to the firm’s 
income in its early years than in its 
later years.® One must establish that 
the rate of decrease in usefulness is 
greater than the decrease implied by the 
straight line method. This is a much 
more difficult problem and _ requires 
something more than an appeal to the 
pattern of used automobile prices which 
are heavily affected by style considera- 
tions. 

Finally, were it established that true 
depreciation conformed to some method 
like sum of the years-digits or declining 
balance, fairness alone would demand 
its application to old as well as new as- 
sets. Assets purchased last year have 
the same claim to the proper definition 


of income as do assets purchased this 
year.” 

In view of these considerations at- 
tention will be focused on the invest- 
ment stimulus provided by these new 
methods of depreciation and what the 


stimulus will cost. These factors de- 
pend primarily on the patterns of 


7 Compare the Committee statements referred to 
above with the somewhat more guarded statements by 
Under Secretary Folsom. 


8 The depreciation method that assumes equal asset 
contribution to income in each year is not the straight 
line method, but rather the annuity method. The 
annual depreciation under this latter method actually 
rises as the asset ages. The formula for the rate in 
year ¢ by the annuity method, expressed as a percent 
of the asset’s cost, is: 


Dy = (1 +i)-*"; 


where i is the rate of discount, and d the length of 
time the asset will contribute to income. As ¢ in- 
creases, the annual depreciation under this method 
will rise. 


9 There may be good reasons for excluding old as- 
sets—for example, they may increase revenue losses 
without any investment stimulus—but these are not 
equity considerations. 
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depreciation resulting from the new de- 
preciation policy. 


Depreciation Patterns for Single 
Assets *° 


The straight line method results in 
depreciation equal to a constant per- 
centage of the original asset cost. The 
declining balance method gives annual 
depreciation equal to a constant per- 
centage of the net book value (cost 
minus cumulative depreciation) of the 
asset, or a geometrically decreasing per- 
centage of the asset’s original cost. The 
sum of the years-digits method results in 
depreciation equal to an arithmetically 
decreasing percentage of the asset’s 
original cost. These formulae are com- 
pared in Table I below, first on an an- 
nual basis, and then on a cumulative 
one, expressed as a per cent of the 
original cost of the asset. 

A comparison of the sum of the years- 
digits method and the declining-balance 
method shows that the former usually 
will have provided more depreciation at 
any point during an asset’s life. The 
declining balance method starts at pre- 
cisely twice the straight line rate in the 
first year, while the sum of the years- 
digits method starts a little below twice 
the straight line rate. But in the second 
year sum of the years-digits depreciation 
is always larger than declining balance 
depreciation. By the third year the sum 
of the years-digits results in larger cumu- 
lative depreciation. Because this method 
is usually more favorable to the tax- 
payer, the following analysis will be 
based on it."* To the extent that this 


101¢ will be assumed throughout the following 
analysis that depreciable assets have no scrap or 
residual value. 


11 Mr. Mills has pointed out that the declining 


balance method may be more favorable in situations in 
which assets have large salvage values. 








84 NATIONAL TAX JOURNAL { VoL. Vill 


method is not used, the analysis will line in the first quarter of the life of the 
overstate the incentive or revenue effects asset; in nearly 50 per cent more depre- 
resulting from the new depreciation ciation over the first half of the life; and 
policy. in nearly 25 per cent more by three- 

A comparison of sum of the years- fourths of the life. This ratio is not 
digits depreciation with straight line de- _ very sensitive to the length of life of the 


TABLE I 


ANNUAL AND CuMuLAtive Depreciation 1n Year t AS Per Cent or Asset Cost, 
Sinate Asset, Lenoru or Lire—d 








Depreciation Method Annual Depreciation Cumulative Depreciation 
Ee Pa eee f 1 
Declining balance * x 2 » 
(Double normal rate) ........ =(4-=-)*-! 1-(1-=)' 
d d d 
Sum of the years-digits .......... aL “Tq { D t [Sati] 


* This represents the pure declining balance method throughout the asset’s life. It gener- 





ally would benefit the firm to move to the straight line method on the remaining book value 
in period (Ly 1), See (2.3), Section II, Appendix. 


preciation is made in Table II for assets asset over the range shown in the table, 
with differing lives. The former is ex- but it would be higher for extremely 
pressed as a ratio of the latter. Over a small lives. These ratios indicate that 
range of life of from 10 to 50 years, the half way through the life of an asset 
sum of the years-digits method results sum of the years-digits depreciation is 
in from two-thirds to nearly three- equal to approximately three-fourths of 
fourths more depreciation than straight the asset’s cost; one-fourth of the way 


TABLE II 


Ratio or Sum or THe Years-Diaits to StraicHt LINE Depreciation For 
Sincte Asset, ANNUAL AND CUMULATIVE DEPRECIATION 


Length of life of Asset 

















RE PROT So 
Year Annual ee Annual Cc a Annual orgs Annual “mg 
t ft e_ttt 2-£ stil 2-3 e-ttt 2-£ e_+it 
‘ t-o > 2- oat 15660 168sidStiTD—(ts 174 
s , ra ¢-; ae es ns OV 
¢ 2- reieT 2- ss v7 63 «1.28 571.24 53 «1.25 
d = 1 18 1.00 10 1.00 0 ~—«:1.00 
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through, depreciation exceeds 40 per 
cent of the asset’s cost. 


Depreciation Patterns for Constant 
Purchases of Depreciable Assets 


This pattern of depreciation for single 
assets shows sum of the years-digits 
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ment; and the effect of sum of the 
years-digits depreciation on the amount 
of depreciable assets purchased in any 
particular year. 

In Table III and Diagram 1, the pat- 
tern of sum of the years-digits deprecia- 
tion is expressed as a ratio to straight line 


TABLE III 
Ratio or Sum or THE YeEARS-Diaits To Straight LIne Depreciation 
Continuous EquaL INVESTMENT 
Various Asset Lives 


Length of Life of Assets 


10 yr. 20 yr. 30 yr. 
1.082 
1.146 
1.191 
1.218 
1.227 


1.045 
1.085 
1,121 
1,152 
1.178 


1.031 
1.060 
1.087 
1.112 
1.134 


1.218 
1,191 
1.146 
1.108 
1,000 


000 


1,199 
1.216 
1.228 
1.235 
1,237 


1.154 
1.172 
1.188 
1.202 
1.214 


Canon or On = 


1.234 
1.228 
1.216 
1.199 
1.178 


1.224 
1.232 
1.237 
1.240 
1.241 


1, 

1,000 
1,000 
1,000 
1.000 


Length of Life of Assets 


10 yr. 20 yr. 30 yr. 
1.000 
1,000 
1.000 
1,000 
1,000 


1,152 1.240 


1.237 


1.000 
1.000 
1,000 
1.000 
1,000 


1,000 
1.000 
1,000 
1.000 
1.000 


Source: Computed from (3.3), Section III, Appendix. 
It is assumed that full depreciation is taken on the asset in the year when purchased. 


depreciation to be higher than straight 
line depreciation in the first half of the 
asset’s life, and lower in the last half. 
Cumulative depreciation comes out 
equally in the end. At first glance, 
therefore, it would seem to indicate that 
this new depreciation policy would not 
result in a larger quantity of deprecia- 
tion than would have resulted from the 
straight line method. However, there 
will be a continuous excess of sum of the 
years-digits over normal depreciation for 
the firm that continues to purchase de- 
preciable assets. Precisely what this ex- 
cess will be in any particular year de- 
pends on a number of factors: the 
length of life of the depreciable assets 
purchased; the time pattern of invest- 


depreciation on the assumption of a con- 
stant stream (equal absolute amounts) 
of investment in depreciable assets in 
every year. It is also assumed that all 
assets purchased have a life, first, of 10 
years, next, of 20 years, and of 30 years, 
respectively. In each case the pattern 
of the excess of sum of the years-digits 
over straight line depreciation is the same. 
It rises until halfway through the life 
of the asset it reaches a peak of 20 to 
25 per cent more than straight line de- 
preciation; it then declines to zero at 
the end of the life of the asset. From 
this point on, annual sum of the years- 
digits and straight line depreciation 
would be equal. Notice, however, that, 
as long as assets are continually being 
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purchased, sum of the years-digits de- 
preciation does not fall below straight 
line depreciation. 


Depreciation Patterns for Purchases of 
Depreciable Assets ™ 


The above depreciation patterns are 
based on the assumption that purchases 
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For example, if there is 5 per cent 
growth per year in purchases of 20- 
year depreciable assets, sum of the years- 
digits depreciation will start out at 
nearly double straight line depreciation 
and continue 19 per cent above it from 
the tenth year on. (See Table IV). If 


10-year assets are purchased, annual de- 


DIAGRAM | 


RATIO OF SUM-OF-YEAR-DIGITS TO STRAIGHT-LINE DEPRECIATION 
CONSTANT ANNUAL INVESTMENT 
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of depreciable assets are carried on in 
equal amounts each year. No account 
is thus taken of the possibility of econ- 
omic growth. If it takes place, annual, 
as well as cumulative, sum of the years- 
digits depreciation remains ahead of 
straight line depreciation.”® 

The magnitude of this growing in- 
crement in depreciation depends on the 
growth rates of depreciable-asset pur- 
chases and on their depreciable lives. 


12 Professor Robert M. Solow has patiently straight- 
ened out my mathematics here and in other places in 
this study. 


13 For the pioneer work in the relationship between 
growth and depreciation, see Evsey Domar, “ De- 
preciation, Replacement and Growth,” Economic 
Journal, LXIII (March, 1953). 








preciation, after the initial bulge, is 10 
per cent higher per year; if 50-year as- 
sets, 41 per cent higher per year. Ata 
growth rate of 1 per cent, the additional 
annual depreciation is 2 per cent for 
10-year assets, 4 per cent for 20-year 
assets, and 9 per cent for 50-year 
assets. A growth rate of 3 per cent is, 
perhaps, the more reasonable to take in 
drawing policy conclusions."* At such 
a rate the annual excess in future years 
stabilizes at 6 per cent for 10-year as- 
sets, 11 per cent for 20-year, and 25 per 
cent for 50-year. 


14Domar indicates this to be approximately the 
growth rate of real investment. “ The Case for Ac- 


celerated Depreciation,” Quarterly Journal of Eco- 
nomics, LKVII (Nov. 1953), p. 497. 
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A better idea of the absolute amounts 
involved may be gained if these ratios 
are converted into dollar amounts at 
existing rates of depreciable-asset pur- 
chases. In Table V and Diagram 2, 
the amount of depreciable assets pur- 
chased, straight line depreciation, and 
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line depreciation grows from the first 
year of its use until it reaches a peak of 
over $8 billion in the tenth to four- 
teenth years. It then subsides to over 
$4 billion by the twentieth year. From 
that point on the absolute excess grows 
at a rate of 3 per cent per year. 


TABLE IV 
Ratio or Sum or THe Years-Diaitrs to Straiant Line Depreciation 
INVESTMENT GROWING AT Speciriep Rares 


Various Asset Lives 





No. of 


Rate of Growth of Investment 





Years from 


Start of 1 Per Cent 


7 : Per Cent 


3 Per Cent 








Accelerated 


Depreciation 10 Yr. 20 Yr. 50 Yr. 


Assets Assets Assets 


10Yr. 20Yr. 50 Yr. 
Assets Assets Assets 


10 Yr. 20Yr. 50 Yr. 
Assets Assets Assets 





Sum of the Years-Digits Depreciation as Ratio to Current Investment 


039 
185 
342 
583 
855 


095 
420 
710 
940 
940 


182 
714 
970 
970 


1 
5 
10 
20 
50 970 


095 
391 
611 
749 


182 
668 
367 
367 
867 


039 
177 
315 
A97 
650 


182 
691 
916 
916 
916 


Straight Line Depreciation as Ratio to Current Investment 


020 
096 
190 
363 
787 


050 
244 
A76 
906 
906 


100 
A88 
952 
952 
952 


1 
5 
10 
20 
50 


098 
A42 
787 
787 
787 


.202 
093 
173 
301 
518 


099 
A64 
364 
3864 
564 


049 
232 
432 
752 
752 


Sum of the Years-Digits Depreciation as Ratio to Straight Line Depreciation 


1.95 
1.93 
1.80 
161 
1.09 


1.90 

1.72 \ 
1.49 
1.04 
1.04 


1.94 
1.77 
1.55 
1.19 
1.19 


1.36 
151 
1.10 
1.10 
1,10 


1.94 
1,74 
1.52 
1.11 
1.11 


1.95 
1.90 
1.82 
1.65 
1.25 





Source: Computed from (4.1) and (4.2), Section IV, Appendix. 


sum of the years-digits depreciation are 
shown on the assumptions that a growth 
rate of 3 per cent per year is maintained 
from a beginning rate of $27 billion 
(approximately the current rate) and 
that 20-year assets are purchased. Both 
methods of depreciation approach the 
annual rate of investment, but sum of 
the years-digits depreciation represents a 
closer approximation to it in any given 
year. The absolute excess of sum of the 
years-digits depreciation over straight 


Revenue Losses from Sum of the 
Years-Digits Depreciation 


Provided that the new depreciation 
policy resulted in no additional invest- 
ment, that everyone used the new 
methods, that length of life of assets were 
known, and that the proper tax rates 
could be applied to this decrease in the 
tax base, revenue losses could be esti- 
mated. Present indications are that sum 
of the years-digits depreciation will be 
fairly widely used. However, a sub- 
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stantial portion of depreciable assets are 
purchased by railroads and other public 
utilities, and they may be reluctant to 
shift to this new method.’’ To this 
unknown extent, such a computation 
overstates revenue losses. 

Official revenue estimates for fiscal 
1955 place the loss from the new policy 
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rising to $2.2 billion in 1960 and taper- 
ing off to nothing in 1969."" Since this 
estimate is based on constant purchases 
of depreciable assets, it is only a partial 
indication of the loss in tax base. The 
amount of depreciation that results from 
a growth rate of 3 per cent in the pur- 
chase of 20-year depreciable assets has 


TABLE V 
Acorecate Srraigur Ling AND SuM or THE YEAR-Dicits DEPRECIATION 
Growtu IN DepreciABLe-Asset PurcHases 3 Per Cent Per Year 
20-YreAR ASSETS 


Dayo Dsyo-Dar Year 


Year I,* Daz I,* Dai Deyo Dayo - Dax 
0 27.0 0 0 0 16 436 276 354 78 
: 17 450 300 370 70 
1 278 13 26 13 18 464 323 386 63 
2 28.7 28 5.0 2.2 19 476 = 34300 398 55 
3 29.6 43 78 35 20 492 370 412 42 
4 30.4 57 = 103 46 
5 314 7 2s 55 21 50.7 381 425 44 
22 522 393 438 45 
6 32.3 88 15.2 64 23 539 405 452 47 
7 3330 6:105 «17.4 6.9 24 555 417 46.5 48 
8 M4 86123 00 197 7A 25 57.1 430 479 49 
9 354 140 219 79 
10 364 15.7 242 8.5 26 590 444 494 5.0 
27 607 458 510 52 
11 3760 «17.7 26.0 8.3 28 62.5 170 524 5.4 
12 38.7 19.5 28.0 8.5 29 64.5 48.5 54.1 56 
13 39.8 213 29.6 8.3 30 66.5 50.0 55.7 5.7 
14 “ai 25 8 316 8.1 
15 423 25 33.0 75 
. I, 27 e 


Source: Computed from (4.1) and (4.2), Section IV, Appendix. 


at $368 million, $291 million for corpo- 


rations, and $77 million for unincorpo- 
rated firms.*® The staff of the Joint 
Committee on Internal Revenue Tax- 
ation estimates further revenue losses 


15 The shift would have to be approved by the state 
commissions, and they may be reluctant to permit 
such methods for rate-making purposes. Moreover, 
the sum of the years-digits method works very awk- 
wardly in group accounts, virtually requiring a sepa- 
ration of assets by year of purchase. This latter 
problem does not arise under the declining balance 
method, although a full write off of the cost under 
this method requires switching to the straight line 
method. 


16 U, §. Senate, 83rd Cong., 2nd Sess., Report No. 
1622, Report of the Committee on Finance to Ac- 
company H. R. 2300, Internal Revenue Code of 
1954, p. 3. 


been shown in Table 5 and Diagram 2. 
Converting the estimated excess of sum 
of the years-digits depreciation over 
straight line depreciation into revenue 
losses requires an assumed tax rate. At 


17 The staff of the Joint Committee on Internal 
Revenue Taxation estimate the loss as follows for 
fiscal year ending in: 


(billions of dollars) 


1955 $ 375 1960 $220 1965 $13 
1956 1.050 1961 2.15 1966 95 
1957 1.550 1962 2.05 1967 55 
1958 1.900 1963 «1.85 1968 125 
1959 2.100 1964 1.60 1969 -.325 


U. S. House, 83rd Cong., 2nd Sess., Report No. 1337, 
Report of the Committee on Ways and Means to 
Accompany H. R. 8300, Internal Revenue Code of 
1954, p. B13. 
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a 50 per cent rate, for example, the 
revenue losses would amount to over $2 
billion in the fifth year, over $4 billion 
in the tenth, nearly $4 billion in the 
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or orders of magnitudes, are misleading 
in that they fail to take account of the 
expansion in investment that will result 
from the new depreciation policy. 


DIAGRAM 2 
AGGREGATE STRAIGHT-LINE & SUM-OF-YEAR-DIGITS DEPRECIATION 


BILLIONS 


OF 
DOLLARS 
OF 


INVESTMENT 


& 
DEPRECIATION 
(Ratio Scale) 


DEPRECIABLE - ASSET 
purcuases ~! 


SUM-OF-YEAR DIGITS 
DEPRECIATION 


5 10 15 


3 PER CENT INVESTMENT GROWTH 
20-YEAR ASSETS 


20 2 30 


NUMBER OF YEARS AFTER START OF ACCELERATED DEPRECIATION 


fifteenth, and $2 billion in the twentieth. 
This revenue loss would then grow at 3 
per cent per year. Other assumed tax 
rates would raise or lower these esti- 
mates. 

One may object that these estimates, 


Whether or not this will actually hap- 
pen depends on the incentive effect of 
the new policy which we will take up 
in subsequent sections. But can the 
rate of investment increase sufficiently 
to recoup the loss in the tax base? 
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Very often this question is answered 
by pointing to the stimulated demand 
for depreciable assets and the resulting 
increase in jobs. But that analysis at- 
tributes gains in the tax base that result 
from reductions in unemployment. 
Since other kinds of tax reductions can 
stimulate consumption outlays and also 
reduce unemployment, this offset to 
initial revenue losses is not uniquely 
connected with investment stimulation. 

What is unique is the fact that in- 
vestment stimulation expands full-em- 
ployment capacity and, by increasing 
productivity, makes possible a larger 
full-employment output of goods and 
services than would otherwise be possi- 
ble. This larger potential net output of 
goods and services is the additional tax 
base, whether it shows up in the form 
of profits or as higher real wages. 

We have assumed in the following 
analysis that the net gain in output is 
equal to 20 per cent of the additional 
investment and that all the assets have a 
life of 20 years, This assumption means 
constant returns rather than increasing 
or, what is more likely, diminishing re- 
turns from the added investment. A 
further important assumption is that 
the profitability of the additional in- 
vestment diminishes over the life of the 
asset equally in each year. That is to 
say, that the asset yields additional net 
income of 20 per cent of the net book 
value of the asset—cost less cumulative 
straight line depreciation. 

Consider first the case of constant 
equal purchases of depreciable assets in 
each year. Assume that the new de- 
preciation policy stimulates a higher 
steady rate of investment in depreciable 
assets. Computations based on all these 
assumptions indicate that investment 
would have to increase 26 per cent to 
hold the tax base constant over a 5-year 
period; 22 per cent over a 10-year 
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period; 18 per cent over 15 years; 12 
per cent over 20 years; and 9 per cent 
over 25 years.'® The necessary percent- 
age increase gets smaller and smaller the 
longer the period chosen. Since the 
annual tax base under sum of the years- 
digits depreciation comes back to the 
tax base under the straight line method, 
the aggregate loss in tax base does not 
grow. 

But, under conditions of growth, the 
problem is more complicated. Suppose 
we set ourselves the more modest task 
of. ascertaining the increase in invest- 
ment rate necessary to restore the an- 
nual (not cumulative) tax base, after 
the initial depreciation bulge from use of 
the sum of the years-digits method. 
Under our assumptions, the percentage 
increase in investment in any given year 
would have to be 26 per cent if growth 
is § per cent and assets purchased with 
a 10-year life, 15 per cent if with a 20- 
year life.’® If the growth rate is 3 per 
cent, the percentage increase in invest- 
ment in 20-year assets would be 17 per 
cent. 


18 The pattern of depreciation, as a result of the 
new policy, is the same as that shown in Table III. 
If these amounts are cumulated, the totals over periods 
ending every five years are as follows: 








Cumulative excess Cumulative added 
of sum of the profits from ad- 
years-digits de- ditional invest- 
preciation as ment as per cent 
per cent of of added invest- 
investment 


Period 
ending 
in year 





10 

15 : 

20 ' 2,870 
25 3,920 


The computation of the rate for, say, 5 years 
is as follows: 


al 
I 
19 These rates are computed from (5.3), Section 
V, Appendix. 


= 26% 


681 (14+A1)=28041; 
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This latter percentage, related to cur- 
rent rates of investment in depreciable 
assets, amounts to around $5 billion per 
year. It would have to grow at a 3 per 
cent rate in order for the tax base, in 
20 years, to come back up to its level 
before accelerated depreciation. That 
investment will increase by such an 
amount seems unrealistically optimistic. 
It seems more likely that the new de- 
preciation policy is going to cost 
revenues, the precise amounts depend- 
ing on future patterns of depreciation 
and future tax rates. 

The conclusion that there will prob- 
ably be revenue losses, and substantial 
ones, resulting from the new deprecia- 
tion policy certainly need not condemn 
it. As in most aspects of fiscal policy, 
we will not get something for nothing. 
Because of the new policy, some other 
taxes are going to be higher than would 
be the case without this policy. These 
added taxes, either through conscious 
increase or failure to reduce rates, repre- 
sent the cost of attempting to stimulate 
investment in this way. They must be 
weighed against the incentive and other 
economic effects of the new policy, con- 
sidered next. 


Effects of Depreciation Changes on In- 
centives to Invest in Depreciable Assets 


How, then, will the new depreciation 
policy affect the purchase of depreciable 
assets? First, it will increase the in- 
centive to buy depreciable assets. 
Secondly, it will increase the ability to 
buy depreciable assets. Precisely what 
its effect will be will depend on the re- 
actions of management to the new pro- 
visions, and these are extremely difficult 
to predict. Mr. Edmonds’ paper deals 
with this problem. I shall only indicate 
some of the theoretical possibilities here. 


Consider first the effect on invest- 
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ment incentives. The new policy can 
increase the stimulus to purchase de- 
preciable assets even under expected 
constant tax rates.“” The stimulus 
arises because a cash recovery can be 
made more rapidly through the post- 
ponement of taxes on a single asset. 
The more rapid recovery means an in- 
terest saving to the taxpayer, a reduc- 
tion in risk, and a release of working 
capital for a variety of purposes in- 
cluding additional purchases of depreci- 
able assets. The analysis of these con- 
siderations has been made before and 
need not be repeated here.*' Instead, it 
would be more significant to attempt an 
appraisal of the quantitative aspects of 
the new policy. Such an appraisal must 
be based on the present theory of in- 
vestment unsatisfactory as 
that may be. 

A highly rational business manager 
endowed with considerable foresight 
would recognize accelerated deprecia- 
tion as a technique of reshaping income- 
tax liabilities. If he were considering 
the purchase of a depreciable asset, he 
could try to determine the present 
worth of the tax postponement from 
accelerating depreciation. This present 
worth could then be related to the cost 
of the depreciable asset whose purchase 
he was contemplating. In a real sense, 
this decrease in the present worth of 
future tax liabilities could be considered 
the same as a decrease in the cost of the 
If the present worth 
of the tax saving represented a sub- 


decisions, 


depreciable asset. 


» 
20 Tax rates may fluctuate not only because of 
statutory changes in the structure, but also because 
of fluctuations in income under a progressive rate 


structure. 


*! See, for example, Richard Goode, The Corporat, 
Income Tax (New York: Wiley, 1951); and E. Cary 
Brown, “ Business-Income Taxation and Investment 
Incentives,” Income, Employment and Public Policy: 
Essays in Honor of Alvin H. Hansen (New York: 


W. W. Norton, 1948) 
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stantial fraction of the asset’s cost, it 
would act like a significant price re- 
duction. Assets that were previously 
too low in yield for investment might 
now become worthwhile. 

The effects of accelerated depreciation 
then would depend on the rate of in- 
terest or discount the manager thought 
proper to apply to future tax receipts, 
on the length of life of the depreciable 


NATIONAL TAX JOURNAL 


Vor. VI 
and 11 per cent for 20 per cent dis- 
count rates. For 20-year assets discount 
rates of 12 per cent result in a higher 
value for the added depreciation than do 
discount rates of either 4 or 20 per cent. 
And for longer periods, there is more 
value in the tax saving from accelerated 
depreciation when discount rates are 
low than when they are high. Given 
the length of life of an asset, there is a 


TABLE VI 
Present Wort or Derreciation Depuctrions as Per Cent or Cost or ASSET 


Sum or THE YeARS-Diaits AND Straicut LIne MetHops 


Sum of the Years-Digits 


Length 
of Life 


Discount rates of 


4% 12% 220% 


10 ¥ 66% 5O% 
20 y 4s 33 68 
30 s 38 25 57 
40 j 31 20 49 
50 26 16 43 
100 ‘ 14 9 24 


Source: Computed from (6.3), 


asset whose purchase he was contemplat- 
ing, and on tax rates. Since these latter 
are unknown but would follow the same 
pattern as the present worth of depreci- 
ation, they are omitted here. It is also 
assumed that taxable income can absorb 
the added depreciation in any particular 
year. Table VI shows the excess of the 
present worth of the sum of the years- 
digits depreciation over straight line de- 
preciation under three different rates of 
discount—4, 12, and 20 per cent—and 
depreciable lives ranging from 10 to 100 
years, 

Some of the results are rather sur- 
prising. For assets with a life of 10 
years the present worth of the excess of 
sum of the years-digits over straight line 
depreciation is 4 per cent of the asset’s 
cost at a 4 per cent discount rate, 11 
per cent for 12 per cent discount rates, 


Straight Line 


Discount rates of 


4% 


81% 


Excess of SYD over SL 


Discount rates of 


‘12% 20% 


11% 


20% 4% 
55% 39% % 11% 
36 22 11 

Hy 15 : 10 
20 11 $ 9 
16 9 ; 7 
~ 5 d i 4 


12% 


Section VI, Appendix 


maximum relative present value attached 
to the sum of the years-digits deprecia- 
tion allowances at some particular rate 
of discount. At either higher or lower 
rates, this value decreases. 

The reason for this result seems to be 
as follows. In shifting depreciation de- 
ductions from the far future to the near 
future, the taxpayer loses the present 
worth of the far future deduction and 
gains the present worth of the near 
future one. As higher discount rates 
are considered, both the far future and 
near future deductions are reduced in 
present value. A point is reached at 
which the higher discount rates reduce 
near future deductions more than they 
affect the far future ones. From then 
on, higher discount rates would reduce 
the absolute gain from accelerated de- 
preciation. Precisely where this point 





No. 1] 


is depends on the depreciation formula 
and on the length of life of the asset 
purchased.”* 

For any given asset, the removal of 
depreciation from years relatively far 
in the future has little effect on the 
present worth of taxes, whether the dis- 
count rate is high or low. If it is taken 
away from the firm in place of present 
depreciation, its present worth will de- 
pend essentially on its rate of discount; 
the higher the rate, the smaller the 
benefit from the shift in taxes. At some 
stage, then, the present value of ac- 
celerated depreciation reaches a peak and 
tapers off at higher rates of discount. 


One cannot safely generalize about 
the inducement to invest provided by 
sum of the years-digits depreciation over 
straight line depreciation. It provides 
a greater incentive for the purchase of 
short-lived rather than long-lived assets 


22 A simple example may help. Consider a formula 
that permits a taxpayer to deduct a year from now 
something that he could not otherwise deduct until 
50 years from now. The difference in present worth 
of $1 a year from now (e") of $1 50 years from 
now (¢’") would depend on the discount rate (r). 
The differences for various periods are set out below. 


Present worth 
of $1 in 


Difference 
(1 year— 
50 years) 


Discount — _™ 
rate (r) 1 year . 50 years 
(e7") (e**") 
99 61 
98 37 
97 22 

14 
08 
05 
03 
02 
O1 
Ol 
00 
00 
00 
87 00 
36 00 


S 
> 


CON QoS wl 


Notice that a plateau is reached from about the 6th 
to the 12th year, with higher or lower yields result- 
ing in smaller absolute benefits. 
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if discount rates are high. It provides 
greater incentives for long-lived over 
short-lived assets when discount rates 
are low. Indeed, the picture one gets 
of the table is that, over fairly wide 
ranges of yield and life, the present 
worth of the excess of straight line over 
sum of the years-digits depreciation runs 
about 10 per cent of an asset’s cost. At 
present tax rates of around 50 per cent 
for corporations, this amount is ap- 
proximately the equivalent of a § per 
cent reduction in the price of assets, or 
a § per cent increase in yields. That is 
to say, if yields after tax were 20 per 
cent with straight line depreciation, 
they would be 21 per cent after tax with 
sum of the years-digits depreciation; if 
10 per cent before, they would be raised 
to 101% per cent. 

In some ways this result is extremely 
disappointing. First, it will surely not 
call forth much additional investment 
unless the purchase of depreciable assets 
is much more sensitive to changes in 
yields than has yet been found. Even if 
investment response were as high as 
unitary elasticity, there would only be a 
§ per cent increase in the rate of in- 
vestment. 

In the second place, it does not im- 
prove the incentive to invest in risky 
assets relative to safe ones. This con- 
clusion follows if analyzed either in 
the formal way we have done above, 
through the use of high rates of dis- 
count of future receipts, or through the 
more informal pay-off-period approach 
to investment decisions. In this latter 
view, risk would be characterized by 
high ratios of actual life to the pay-off- 
period—the higher the ratio, the higher 
the risk. But the excess of cumulative 
sum of the years-digits depreciation over 
straight line depreciation for any given 
short period varies inversely with the 
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length of life of an asset,** the reverse 
of what is necessary, if risky assets are 
to be helped relative to safe ones. 

Finally, it may reduce to some extent 
the alleged resistance of management to 
replace assets that have not been fully 
written off. The extent of this ir- 
rational impediment is extremely diffi- 
cult to appraise. I am inclined to be 
skeptical; but to the extent it is present, 
some additional replacement stimulus 
would result from the new depreciation 
policy. 

But while the incentive to invest may 
be only mildly increased for most kinds 
of depreciable assets, may not a strong 
impetus come from the additional funds 
provided firms through the new depre- 
ciation policy? May not the availability 
of funds be more important in their 
effects on investment than the profita- 
bility of investment? 


Effect of Added Funds on Business 
Spending 


The effect of the additional funds 
provided by the new depreciation policy 
on the spending of firms is a subject 
about which we can only conjecture. 
The firm that cannot secure capital 
from outside sources, whose rate of 
purchase of depreciable assets is rigidly 
limited to the funds that can be re- 
tained from its operations, will of course 
be able to step up its rate of investment 


both in depreciable and other kinds of 


23 The cumulative excess of sum of the years-digits 
depreciation over straight line depreciation is: 
, fd-t+1 ¢ £,. bal 


‘ial d(d+1) ~d d 7 wie 


where t= pay-off period, 

d= depreciable life 

ds 

When ¢ = 2d-I 

d, Business discussions have indicated extremely short 

pay-off periods—2-5 years. Hence, this condition 
would appear to be usually fulfilled. 


, this expression varies inversely with 
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assets. In this case investment will be 
most clearly stimulated through tax re- 
duction. 

But is this the general case? Ad- 
ditional funds made available by the 
new depreciation policy can be used not 
only to purchase depreciable assets, but 
also to acquire inventories, to increase 
dividends, to repay debt, to purchase 
bonds or other liquid securities, or can 
pile up in the bank. What behavior 
these various pressures will lead to will 
depend on the situation of any particu- 
lar firm. Consider, for example, the 
effect of the new policy on dividends. 
If the new depreciation methods are 
used for business as well as for tax pur- 
poses, profits after taxes will be lowered 
by the change. In this situation, pres- 
sure would be reduced by the income 
statement, as a buffer to the increased 
pressures resulting from the improved 
financial position. On the other hand, 
if the new methods are used only in the 
tax returns, dividend increases would 
be more likely; both the financial posi- 
tion and the amount of income after 
tax would show improvement. 

Finally, the added financial resources 
may be used to improve financial posi- 
tions, either through the accumulation 
of liquid assets or through repayment of 
debt or senior securities. No additional 
demand for goods and services would 
result from this behavior initially nor 
would the rate of growth of capacity be 
directly stimulated. 

There seems no basis on which we can 
quantify these different possibilities. 
Most firms will probably carry on, in 
greater or less degree, some additional 
investment, some strengthening of 
working capital, and probably some in- 
creases in dividends. There seems no 


sure basis for predicting, however, that 
a large amount of additional depreciable 
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assets will be purchased because of the 
effects of the tax reduction on the firm’s 
activities. 


Price Effects from the New Deprecia- 
tion Policy 


It seems unlikely that the direct 
effects on prices of the new depreciation 
policy will be strong.** If firms in- 
corporate the new methods of deprecia- 
tion into their decision-making, they 
might have some effect on the price of 
their product. However, these price 
changes would not appear too likely. 
In the first place, it would imply that 
the business firms could charge any 
price that they wished, prevented only 
by a bookkeeping adjustment which 
could not have made a major change in 
the factors affecting prices. If a lower- 
ing of prices could lead to higher profits, 
there would have been nothing to pre- 
vent them from using some other de- 
preciation method in their own accounts 
before this new policy for tax purposes. 
In the second place, depreciation is usu- 
ally a small portion of total cost for 
industrial corporations, except for such 
industries as the public utility and rail- 
roads. These regulated industries will 
have to request permission of regulatory 
commissions to use new depreciation 
methods for tax and rate-making pur- 
poses. If the commissions treat these 
new depreciation methods in the same 
way as they handled five-year amortiza- 
tion of defense facilities, these amounts 
will be used in computing taxes but will 
be excluded from rate determination. 


Counter-Cyclical Implications of the 
New Depreciation Policy 


Finally, will the new depreciation 
policy increase the sensitivity of the 


24To the extent that investment is stimulated, 
future prices may be lowered indirectly. 
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economy to cyclical swings? Will it be 
more unstable than previously? Will 
investment incentives be increased more 
in the boom than in a depression? Will 
the counter-cyclical reduction in taxes 
promote instability? 


In my view, the direct destabilizing 
effects of the new depreciation policy 
are of low order of magnitude, proba- 
bly lower than the increased instability 
of devoting a larger fraction of our 
total resources to the production of capi- 
tal goods. The precise modification in 
the cyclical tax pattern is unclear. 
Much depends on the cyclical pattern 
of the purchase of depreciable assets and 
the length of life of the depreciable as- 
sets purchased. Moreover, the new 
policy, at best, adds little to investment 
incentives in any state of the business 
cycle. It is doubtful, then, if there is 
much stimulus to retime investment 
over the business cycle. 


Conclusions 


1. The basic purpose underlying the 
policy of accelerated depreciation under 
the Internal Revenue Code of 1954 is 
the stimulation of long-term growth in 
the economy by increasing the fraction 
of output allocated to investment. 
Analysis of its provisions leads to the 
belief that it will not make much con- 
tribution toward this policy. The ad- 
ditional investment incentives provided 
by the program at existing tax rates 
seem mild—about § per cent of existing 
yields. The size of this incentive does 
not seem to depend very greatly on the 
length of life of the depreciable asset 
nor on varying degrees of risk. In 
terms of incentives, the position of risky 
investments does not seem improved 
over their present relative position. But 
the increased financial ability of firms 
to invest is likely to result in higher 
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rates of investment, especially in the 
case of the growing firm that lacks out- 
side capital. But a greater contribution 
toward a solution of their problems 
could have been made with a more 
selective depreciation change. 

2. Without an improbably large ex- 
pansion of investment, the revenue 
losses from the new depreciation policy 
will be large. It must then be viewed 
as a method of reducing taxes and 
judged, in its equity sense, as an alter- 
native to many other forms of tax re- 
duction. While equity considerations 
have not been discussed in this paper, 
attention should be called to the ques- 
tionable treatment of the gains on the 
sale of depreciable assets as capital gains. 

3. It is tempting to _ speculate 
whether, given the goal of creating a 
higher rate of business investment, the 
new policy represents the optimum 
stimulus to investment per dollar of 
revenue loss. Would more have been 
accomplished with a more drastic pro- 
gram? My own view is that accelerated 
depreciation will not make much differ- 
ence unless it is large enough to be un- 
avoidably present in investment de- 
cisions, that is, unless it gets over the 
threshhold of business management’s 
awareness, It is likely that either a more 
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vigorous policy, or a method of ac- 
celerated depreciation that limits its 
benefits to growing firms, might have 
yielded more fruit. 

4. It may also be necessary to re- 
examine our belief in accelerated de- 
preciation as the proper instrument for 
this task. Drastic acceleration of de- 
preciation finds substantial opposition 
among accountants and others. More- 
over, it may have a number of side 
effects on business accounts and decisions 
that may not be desired. 

§. It may be desirable then to divorce 
the two alternative approaches to de- 
preciation policy. Perhaps we should 
limit depreciation policies to those 
clearly designed to improve the measure- 
ment of income. Increases or décreases 
in investment incentives could then be 
handled separately, as the British have 
done with their investment allowances. 
They provide an additional deduction 
in the year when an asset is acquired, 
and this deduction is over and above 
full normal depreciation on the asset. 
A similar device would be to permit a 
tax credit equal to a certain percentage 
of the cost of an asset with some carry- 
forward. One advantage of this pro- 
cedure is to affect investment decisions 
without cluttering up other types of 
managerial decision-making. 


AprEenpix ! 


I, Annual amount of depreciation as per cent of initial cost in year t—single asset 


1 


(1.1) Straight line (when d = depreciable life of asset) 7 
(1.2) Sum of the years-digits 2(d-t+ I) 
d (d+1) 
(1.3) Declining balance, double straight line rates 
When o<t<Syy (1-5)'-! 


1 Salvage value assumed to be zero in all calculations. 
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When d = ¢ = —+ 1, annual depreciation is larger 
when book value depreciated 


equally over remaining life 


II. Cumulative amount of depreciation as per cent of initial cost in year ‘—single asset 
t 
(2.1) Straight line 7 
= t [2d—-t+1 
(2.2) Sum of the years-digits ad) (ds) 
(2.3) Declining balance, double straight line rates 


When 0 <t<S1 


~~ 
~ 


~~ 
a 
~ 


When d=t =4 


4 an d 
I 1 (1-5) + (¢-5+1) 


ne ain Sin 


III. Aggregate annual depreciation as per cent of depreciable-asset purchases—continuous 
equal investment—in year ¢. 


l 
(3.1) Straight line 7" 


(3.2) Sum of the years-digits = 05: errr a a yEah 7 
2d (2d+1)t-t* 
d(d+1) d(d+1) 








td —t* 
—d(d+1y 
as long as ¢ Sd. 


(3.3) Sum of the years-digits less straight line = (3.2) — (3.1) - 


IV. Aggregate annual depreciation—continuous growth—in year f. 
Investment purchases = 1 = e"”, where r = percentage rate of growth. 


(4.1) Aggregate straight line depreciation 


When 0< td 


When t>d 


(4.2) Aggregate sum of the years-digits depreciation 
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d (1-e~")? (d+1) 
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When ¢ > d= 2 


V. Increase in rate of depreciable-asset purchase necessary to restore tax base from shift 
to sum of the years-digits depreciation 





d(1—e—") —e~" (1-e~"*) 
(l-e~")* (d+1) 


Increase in tax base resulting from profits on added investment, assuming rate of 
return on net added investment a constant per cent of net book value of asset com- 
puted by straight line depreciation. 


I= (1 +a)e", where a = percentage increase in investment from shift to sum of 
the years-digits depreciation 


Added profits = pV = p 3 I- b 3 D, where V = net book value, 
t—d 


D = straight line depreciation 


t t t t we rd sR ae 
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VI. Present worth of depreciation deductions at beginning of life of single asset 
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THE EFFECT ON BUSINESS DECISIONS OF 
CHANGES IN TAX DEPRECIATION POLICY 


WILLIAM J. EDMONDs * 


A ypu amount and disposition of the 
profits of business are of important 
concern not only to the owners and 
employees but to the entire economy. 
The accelerated depreciation procedures 
permitted by the 1954 tax law could 
change the amount of corporate profits. 
Long established methods of accounting 
for depreciation and reporting to 
stockholders may be altered. Dividend 
and investment policies could be 
influenced. If business investment in- 
creases, real profits may increase. 


Will the measure help business grow? 
Will the benefit be permanent? How 


many companies will adopt it for tax 
and corporate accounting? Will it in- 


fluence decisions on capital projects? 
Will costing methods be changed? 

After a brief review of some experi- 
ences in Europe and Canada with ac- 
celerated depreciation, these questions 
are discussed. The tentative decisions 
and present opinions of a group of pro- 
gressive companies of diverse size and 
scope are also reviewed. 


Experience with Accelerated 
Depreciation 

Various methods of accelerated de- 
preciation have been prominent among 
measures taken by European govern- 
ments to stimulate recovery in the post- 
war period. In many of these countries 
inflation was rampant, and in all of 
them private capital was in short supply. 
These governments have had to allocate 


* The author is Assistant to Comptroller, Standard 
Oil Company (N. J.). 


available capital directly or through 
various controls such as _ taxation. 
Various degrees of acceleration have 
been in effect, ranging from permission 
to write off 20 per cent up to the entire 
amount of some investments in the first 
year. The amounts that could be taken 
have changed and in most cases have 
been reduced with economic recovery. 
Available measures have been widely 
adopted and undoubtedly have enabled 
companies to finance many capital proj- 
ects that would not otherwise have been 
possible. 

In some instances, the same methods 
of depreciation are required for both 
corporate reporting and for tax pur- 
poses. Because of the changing and 
erratic nature of these provisions, pub- 
lished corporate statements have fre- 
quently not presented to stockholders 
comparable financial results and con- 
ditions from year to year. 

In some countries where excessive in- 
flation and successive devaluations have 
occurred, assets have been reappraised 
and capital structures adjusted to reflect 
current values. This has permitted a 
more realistic determination of depreci- 
ation in line with current costs. 

The current provisions in foreign 
countries, with one exception, limit the 
write off to the original cost of the 
facility. In the United Kingdom the 
present provision permits the write off 
of 20 per cent of the total investment 
as an “ investment allowance ” and then 
regular depreciation of the full (100 per 
cent) original cost. A similar rule was 
in effect in Canada in the late 1930's. 
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In the postwar period, Canada experi- 
mented with several methods of acceler- 
ated tax depreciation. First, the Ca- 
nadian tax authorities doubled the usual 
straight line rates on some types of assets 
acquired shortly after the end of World 
War II, one objective being to foster 
construction in defense industries and 
in other essential industries which had 
deteriorated during the war period. As 
an anti-inflation measure, allowances 
were deferred for a time on assets ac- 
quired after April, 1951, except where 
the projects met certain tests which 
would establish them as being in the 
national interest. Beginning in 1949, 
application of the declining balance 
method was permitted on most plant 
facilities, both old and new, provided 
booked depreciation was equal to tax 
depreciation. Recently, effective Jan. 1, 
1954, the provision requiring booking 
of depreciation equal to the amount 
taken for tax purposes with the de- 
clining balance method was repealed. 

The application of the declining 
balance method to most assets has re- 
sulted in substantial improvement in 
the financial situation of growth com- 
panies. It has been employed by the 
following important Canadian corpora- 
tions, several of them affiliates of United 
States companies: 


Aluminum Co. of Canada, Ltd., Ca- 
nadian Industries, Ltd., Steel Co. of 
Canada, Ltd., British-American Oil Co., 
Ltd., McColl-Frontenac Oil Co., Ltd., 
and Imperial Oil Ltd. 


Imperial Oil Limited reported to its 
stockholders, upon application of the 
declining balance method in 1953, a 
deferment of income taxes equal to 
about one-fifth of the total that would 
have been accrued for the year under 
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the straight line system. A similar de- 
ferment is expected over the next sev- 
eral years with a significant gain in cash 
resources available for investment. 

In the United States some companies 
have had experience with accelerated 
depreciation applied to facilities required 
for the war effort or national security. 
Until recently many of the companies 
that requested accelerated depreciation 
or amortization of such facilities were 
in an excess profits tax status. They 
faced the possibility of a real tax saving. 

Under the new United States tax law, 
the stated objective of Congress in per- 
mitting accelerated depreciation is 
broadly to provide an incentive to 
American industry to continue capital 
growth. The provisions are less ex- 
tensive than those contained in foreign 
tax laws, but it is hoped they are more 
permanent. The United States law will 
permit the taxpayer to continue to 
charge off only the original cost and will 
be uniformly applicable to all industry. 
The provisions do not provide a remedy 
for corporate problems that may be 
raised by continued inflation. Never- 
theless, these provisions do have im- 
portant implications to every business in 
the United States. 

In succeeding paragraphs, we shall at- 
tempt to indicate some of the impacts 
of this change in the law upon business 
decisions. But in no sense is this dis- 
cussion intended to provide the answer 
to any particular business situation. 


Description and _ Interpretation of 
Section 167 of the Internal Revenue 
Code of 1954 


The income tax laws since 1913 have 
provided a reasonable allowance for the 
depreciation of property. Recent codes 
state that there should be permitted as a 
depreciation deduction ‘“‘a reasonable 
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allowance for the exhaustion, wear and 
tear (including a reasonable allowance 
for obsolescence).” It has been left to 
the tax administrators to determine 
what the allowance should be. This 
has resulted in fairly uniform use of 
straight line depreciation of original 
cost less salvage over the useful life of 
the property, except where it is associ- 
ated with recovery of a natural resource. 

The mining and oil industries have 
been permitted for many years to de- 
preciate, on the basis of unit of produc- 
tion, the cost of facilities associated 
with the production of a natural re- 
source. This rule has also been applied 
to the capitalized amounts spent to ac- 
quire the resource itself in those situ- 
ations in which cost depletion is effec- 
tive. Both in economic theory and 
financial result, the unit of production 
method can be said to have a fairly close 


relationship to the declining balance or 
sum of the years-digits method in the 


new law. The unit of production 
method is continued in the revised code 
for the mining and oil industries. 
There have been various representa- 
tions by industry to Congress, request- 
ing greater latitude in the interpretation 
of the term “a reasonable allowance.” 
This year, after extended hearings on 
the subject, the House passed a bill per- 
mitting the use of the declining balance 
method or any other consistent method 
which gave about the same result over 
the first two-thirds of the useful life of 
the property. The Senate passed a 
similar bill, but in addition permitted 
the sum of the years-digits method. 


The Internal Revenue Code of 1954, 
Section 167, provides that the term “a 
reasonable allowance” shall include an 
allowance computed in accordance with 


regulations required by the Secretary of 
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the Treasury or his delegate under any 
of the following methods: 


(1) The straight line method, 

(2) The declining balance method 
using a rate not exceeding twice 
straight line method rate, 

The sum of the years-digits 
method, and 

Any other consistent method 
which does not during the first 
two-thirds of the useful life of 
the property produce an accu- 
mulation in excess of that which 
would be produced under the 
declining balance method. 


(3) 


The application of the last three of 
these alternative methods is limited to 
new facilities acquired after December 
31, 1953, if the original use of such 
property commences with the taxpayer 
after such date. The methods apply to 
all business including farming. 

By the straight line method, the 
original cost less salvage is divided by 
the agreed life. If the agreed life is 
20 years, 5 per cent of original cost less 
salvage would be allowed each year as a 
depreciation deduction. 

By the declining balance method, and 
using a rate not exceeding twice the 
straight line rate, 10 per cent of the 
total original cost is charged to the first 
year, 10 per cent of the remaining 90 
per cent to the second year, and so on. 
The Senate recognized that the declin- 
ing balance method, with a rate not to 
exceed twice the straight line rate, 
would give a high allowance in the first 
few years but would leave an undepre- 
ciated amount at the end of the useful 
life. For this reason, the bill as finally 
enacted permits the use of the sum of 
the years-digits method. 

Under the sum of the years-digits 
(SYD) method, the annual allowance is 
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computed by applying a changing frac- 
tion to the original cost less salvage. The 
numerator of the fraction is the num- 
ber of years remaining in the useful life 
of the property, and the denominator 
is a constant which is the sum of the 
digits represented by the total number 
of years of useful life of the property. 
For a facility with a useful life of 20 
years, in the first year 20/210 would be 
applied to the original cost less salvage 
value of the property in determining 
the amount of depreciation allowed. 
The second year’s charge would be 
19/210 and so on. 


Straight Line 


Year Per Cent of Amount 
Initial Cost Depreciated 


5 
10 


5 
5 
15 5 
20 5 
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Declining Balance 


Per Cent of 
Initial Cost 
1 10.00% 

! 6.56 
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that allowed by the declining balance 
method over two-thirds of the life. 

The reports of the finance com- 
mittees of the House and Senate on the 
Internal Revenue Code of 1954 indicate 
they were convinced that under the de- 
clining balance method, depreciation 
charges are better related to economic 
use and that application of the method 
would stimulate business. The report 
of the Senate committee states: ! 


The liberalized declining-balance method 
included in the bill concentrates deduc- 
tions in the early years of service and 
results in a timing of allowances more in 


Sum of the Years-Digits 


Per Cent of Amount 
Initial Cost Depreciated 


Amount 
Depreciated 


9.52% 
42.86 
7381 


10.00% 
40.95 
65.13 
79.41 
87.84 


9.52% 
7.62 
5.24 





The depreciation of a facility having 
a 20-year life (and no salvage value) 
by each method is noted above. 

This illustrates that the SYD method 
gives more rapid accrual on items of low 
or negligible salvage than the declining 
balance method and a complete accrual 
by the end of the period. However, 
under the new tax law the taxpayer may 
switch from the declining balance 
method to staight line depreciation at 
any time on the basis of unrecovered 
cost less salvage. Where the salvage 
value is low, the change would prob- 
ably be made beyond the mid-point 
from a declining balance to a straight 
line basis. The advantage of the SYD 
method over the declining balance de- 
creases as the salvage value increases. 
The taxpayer having chosen SYD will 
not be permitted to change if he has 
already taken depreciation in excess of 


accord with the actual pattern of loss of 
economic usefulness. With the rate lim- 
ited to twice the corresponding straight- 
line rate and based on a realistic estimate 
of useful life, the proposed system con- 
forms to sound accounting principles. 
More liberal depreciation allowances 
are anticipated to have far-reaching eco- 
nomic effects. The incentives resulting 
from the changes are well timed to help 
maintain the present high level of invest- 
ment in plant and equipment. The ac- 
celeration in the speed of the tax-free 
recovery of costs is of critical importance 
in the decision of management to incur 
risk. The faster tax write off would in- 
crease available working capital and ma- 
terially aid growing businesses in the 
financing of their expansion. For all seg- 
ments of the American economy, liberal- 
ized depreciation policies should assist 


1U. S. Senate, Report of the Committee on Finance 
to accompany H. R. 8300, 83d Cong., 2d Sess. 
(1954), pp. 25-26 





No. 1] TAX EFFECT 
modernization and expansion of indus- 
trial capacity, with resulting economic 
growth, increased production, and a 
higher standard of living. 

Small business and farmers particularly 
have a vital stake in a more liberal and 
constructive depreciation policy. They 
are especially dependent on their current 
earnings or short-term loans to obtain 
funds for expansion. The faster recovery 
of capital investment provided by this bill 
will permit them to secure short-term 
loans which would otherwise not be avail- 


able. 
Accounting for Depreciation 


The Senate report stated that the de- 
clining balance method “ results in a 
timing of allowances more in accord 
with the actual pattern of loss of eco- 
nomic usefulness.” This could refer 
to either operating costs or to value in 
use by industry. 

The arguments advanced in connec- 
tion with discussions of operating costs 
are that accelerated depreciation in 
early years is a necessary offset to: 


(1) Increases in maintenance cost 

with age and use. Such in- 
creases are frequently the reason 
for discarding equipment before 
the end of usefulness estimated 
when installed. 
Partial replacements which will 
increase with age, but not pro- 
long the useful life of the whole 
facility. 


By depreciating at a high rate in early 
years and a low rate in later years, the 
sum of depreciation and costs which 
increase with time would give a more 
uniform total cost over the life of the 
facility. Another provision in the 1954 
act (Section 462) permitting reserves 
for deferred maintenance and repairs 
could also assist in this process of 
smoothing out costs. 
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The arguments from the standpoint 
of value in use are that: 


(1) Process equipment in industry 
is subject to a high degree of 
obsolescence because of contiau- 
ous technological improvements 
in equipment that will enable 
the manufacturer to do a job at 
a lower cost. 

The manufacturer who has built 
a new plant in order to enter a 
market with a novel product 
would frequently hope for high 
profits in the early years before 
the market is saturated or other 
manufacturers are attracted. 
The resale value of a movable 
asset (farming equipment, ma- 
chine tools, etc.) declines rapidly 
in the early years of use. 

(4) The service factor drops with age. 


While one or more of these effects 
will be common to most capital assets, 
they are not specifically predictable, and 
their impact will be uneven. 

Economic and engineering studies in 
many companies preliminary to decision 
making in the areas of capital invest- 
ment and product pricing usually take 
account of these factors as well as cur- 
rent cost of replacement. Cost ac- 
countants, however, generally have not 
adopted the declining balance method 
of depreciation accrual in comprehen- 
sive product and operating costing, ex- 
cept perhaps for special contracts. 

Companies who adopt for income tax 
purposes the declining balance, sum of 
the years-digits or other acceleration 
method of depreciation on fixed assets 
will have to reflect carefully on the de- 
sirability of determining profits as re- 
ported to the U. S$. Government and to 
stockholders, costs as reported to oper- 
ators, prices for special contracts, etc., 
on a comprehensive and consistent basis. 
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In the past, depreciation practices for 
tax and book purposes have been on the 
whole quite similar, the one tending to 
influence the other. 


Effect of Accelerated Depreciation on 
Capital Expenditure Selection 


Will the use of the declining balance 
or SYD method of depreciation be a 
determining factor in the selection of 
capital expenditure projects? In this 
analysis the question is considered from 
a standpoint of deciding the desirability 
of a capital project on merit rather than 
upon the limitation of funds. 

Capital expenditure programming in 
a progressive industrial corporation in- 
volves a well integrated process of staff 
analysis and executive review and de- 
cision. By assuming at the outset that 
a method of depreciation accrual could 
have an impact on these decisions, it 
follows that we are dealing with the 
progressive company with well qualified 
staff people whose job it is to see not 
only that probabilities of profit are well 
developed but also that the analyses are 
stated in terms of dollar profits wher- 
ever possible. As a background for ex- 
amination, let us take a brief look in- 
side such a progressive manufacturing 
and marketing company with a well 
developed procedure of analyzing op- 
portunities for capital expenditure. 
This programming and analyzing would 
result in the examination and careful 
scrutiny of proposals that may be 
grouped broadly as follows: 


1. Expenditures that will enable the 
company to hold business. 

2. Replacement of existing facilities 
at a saving based on reduction in 
operating expense. 

. Projects that would permit the 
manufacture and sale of increasing 
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quantities of regular line products 
with resulting expansion in sales. 

4. Expenditures which will enable the 
company to enter into new activi- 
ties which market and other re- 
search has indicated as potentially 
profitable. 


Expenditures for the purpose of hold- 
ing business may be considerable, but 
will be rather difficult to assess in terms 
of profitability. This category may 
include replacement of worn-out facili- 
ties, expenditures to promote employee 
welfare, or expenditures to enable the 
company to meet competitive develop- 
ments and product improvement. Usu- 
ally they cannot be specifically analyzed, 
although in some cases it can be shown 
that a certain amount of profits would 
be lost if the outlays were not made. 

Without ignoring the importance of 
projects designed to increase production 
or for new activities (items 3 and 4 
above), it would be well for the purpose 
of this study to deal with a project for 
cost reductions. The analysis of any 
opportunity to reduce cost of operations 
on present volume is straightforward 
and less complicated by factors beyond 
the company’s control. Let us deal, 
therefore, with the analysis of this kind 
of proposal and see how the tax calcu- 
lations under straight line and SYD 
methods of depreciation will affect the 
presentation, reasoning, and probable 
decision in regard to a proposed project. 

A new facility is proposed that will 
replace older obsolete facilities, increase 
the output per employee, and reduce 
operating expenses as compared to the 
present scheme. ‘The original cost is 
$100,000, and the estimated operating 
earnings before depreciation and in- 
come tax are $40,000 per year. It is 
assumed it will be retired at the end of 
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the 20-year life and that salvage will 
be only enough to pay the cost of dis- 
mantlement. ‘To make the example 
simple, it is assumed that the earnings 
will be the same before depreciation and 
income taxes for each year throughout 
the 20-year life of the facility. 


Using Straight Line Depreciation 


$ 5,000 
16,800 


$21,800 


Depreciation 
Net Earnings 


Cash Earnings 
Using Declining Balance Depreciation 
$10,000 
14,400 
$24,400 


Depreciation 
Net Earnings 


Cash Earnings 
Using Sum of the Years-Digits 
Depreciation 


$ 9,520 
14,630 


$24,150 


Depreciation 
Net Earnings 


Cash Earnings 


In the first year of the use, if straight 
line depreciation were followed and in- 
come taxes paid of 52 per cent, the 
$40,000 would be divided as follows: 


Depreciation 

Income Tax—52% 

Net Earnings 
The sum of depreciation and net earn- 
ings will be referred to as “ Cash Earn- 
ings” in the following discussion. 

The calculation for each of the three 

methods over the period are summarized 
in the tabulation above. 


Because of the tax deferment, the 
cash earnings when employing the de- 
clining balance method exceed the 
straight line earnings through the eighth 
year and through the tenth year when us- 
ing the sum of the years-digits method. 
The question is whether this advantage 
will be brought out by the usual method 
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of analysis, and if so, will it be a factor 
in the decision? 

A widely used method is the account- 
ing rate of return concept which com- 
pares the net earnings after income 
taxes and depreciation to the amount of 
invested capital. In the first five years 


Time Interval (Years) 


4-5 9-10 14-15 19-20 


$ 5,000 
16,800 


$21,800 


$ 5,000 
16,800 


$21,800 


$ 5,000 
16,800 


$21,800 


$ 5,000 
16,800 


$21,800 


$ 3,870 
17,340 
$21,210 


$ 1,350 
18,550 


$19,900 


$ 6,560 
16,050 


$22,610 


$ 2,290 
18,100 


$20,390 


$ 5,240 
16,690 


$21,930 


$ 480 
18,970 


$19,450 


$ 7,620 
15,540 


$23,160 


$ 2,860 
17,830 


$20,690 


that this facility is employed, the rate 
of return thus determined on the re- 
maining cost (balance of net plant) 
after assumed income taxes of 52 per 
cent according to the three methods of 
depreciation would be: 


A verage 


Ist 5th First 


Year Year 


21.0% 
245 


18.8% 
19.2 


Straight Line 

Declining Balance .. 

Sum of the Years- 
Digits 


144 


24.0 188 


If this method of evaluation and ac- 
celerated depreciation is employed, ob- 
viously the person proposing the project 
is going to try to focus attention upon 
the average rate of return over a period 
of time such as the first five years rather 
than upon the first year. 

Another method widely employed is 
the payout or payback method. The 
payback period is the number of years 
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required for the project to pay back 
the original capital outlay without pro- 
vision for capital wastage or interest 
charges. The cash profits shown in the 
table would pay back the original in- 
vestment in the three cases as follows: 

Straight Line Method .... 


Declining Balance 
Sum of the Years-Digits .. 


4.59 years 
4.23 


421 


The tax deferment when employing 
the payback method makes the proposal 
pay out 10 per cent faster under the 
sum of the years-digits method than 
under the straight line procedure. 


These two methods of evaluation are 
relatively simple. Calculations are easy 
to make, and the results easy to ex- 
plain. They are widely employed for 
these reasons. One shortcoming of these 
methods is that the full life-time pro- 
ductivity of the investment is not con- 
sidered. There are many _ instances 
where the full earnings potential is not 
reached until several years have elapsed. 
If the declining balance or SYD 
methods of depreciation are used, in- 
come tax accrual will increase. The 
economic probabilities from year to year 
may vary substantially. A method 
which has been proposed that will 
evaluate cash yield (cash income less 
cash required for partial replacement, 
etc.) over the life of the asset is the dis- 
counted cash flow method developed by 
Joel Dean and others.? By this method, 
a factor is found which will discount 
all future cash yields to a present value 
equal to the original investment. The 
rate of return indicated by this method 
on the original investment for the three 


2 Annals for 1953, National Society for Business 
Budgeting (Madison, Wisc.). Tested Approaches to 
Capital Equipment Replacement, American Manage- 
ment Assn. (New York, 1954). 
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alternative methods of depreciation is as 
follows: 


Straight Line Depreciation .. 215% 
Declining Balance * .. BqI% 
Sum of the Years-Digits “ .. 23.0% 


These analyses bring out only small 
differences in earnings rates, well with- 
in the margin of error of any forecast 
which looks into the future of prices, 
competition, and other determinants of 
future earnings. The selection would 
not depend on whether the rate of 
earnings was 18.8 per cent or 19.2 per 
cent, or the payout 4! or § years, but 
on whether the project was sound and 
had a good chance of earning somewhere 
between 15 and 25 per cent. 

The only conclusion to be drawn 
from this analysis is that the method of 
depreciation employed would not often 
be material in the selection of specific 
projects for investment where a high 
rate of return is the principal criterion. 


Effect Upon the Company’s Financial 
Structure and Growth 


Congress in authorizing the change in 
depreciation methods apparently be- 
lieved that the result would be not only 
to stimulate but also to add to the total 
capital resources available for new in- 
vestment. While Congress in its own 
report recognized that total depreciation 
charges would not be changed and that 
only the original costs could be written 
off over the life of the property, it ap- 
parently was convinced that many com- 
panies would be attracted to the use of 
the procedure and make capital invest- 
ments not otherwise possible. 

A mathematical examination of the 
effect of use of an accelerated as com- 
pared to the straight line method of 
depreciation has been made by Dr. 
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Cary Brown.*® This illustrates quite 
clearly that in a growth company, where 
capital investment is made at a constant 
or increasing rate, tax deferment is per- 
manent and in proportion to the con- 
tinued rate of capital investment. The 
examination of the financial implications 
of accelerated depreciation by a cor- 
poration becomes one then of financial 
measurement and consideration of finan- 
cial policies: 1, What is the approxi- 
mate amount of tax deferment possible 
when taking into account the company’s 
proposed capital expenditures? 2. How 
can the fund representing the tax defer- 
ment be best employed? Will it be used 
to finance working capital, to increase 
capital expenditures of the company, to 
reduce its funded debt, or to increase 
dividends or payments to employees? 

In order to see how these questions 
might be approached by corporations 
in somewhat diverse financial condition, 
let us set up two hypothetical cases. 
Company A is of average size and grow- 
ing at a rapid rate, with both borrowed 
funds and retained earnings. Company 
B is a small but growing company 
which has already borrowed all that it 
can. Its growth is limited by funds 
available from depreciation and retained 
earnings. In this analysis the effects of 
the SYD method on the capital growth 
and structure of each company is re- 
viewed. It is assumed that it will be 
followed for book purposes in reporting 
to stockholders, but that the amount of 
cash dividends will not be changed. The 
question of dividend policy is discussed 
subsequently. 

Financial records for the two com- 
panies have been developed for 15-year 

3 See Dr. Brown’s paper, “ The New Depreciation 


Policy under the Income Tax: An Economic Analysis” 
which appears on page 81 in this same volume. 
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periods, beginning January 1, 1954. 
The records for the larger company A 
and for smaller company B are shown 
in Table I. 

Company A. This company of $100 
million net worth is a _ high-grade 
growth company producing outstanding 
technical products. It is presently earn- 
ing 17% per cent on net worth, and 
has a forecast requiring the expansion 
of gross plant annually by 15 per cent 
and working capital in proportion. 
However, its funded debt, which is now 
one-fourth of its net worth, is close to 
its maximum as a Class A security risk. 
The company is still able to obtain ad- 
ditional long-term funds at around 3 
per cent, provided funded debt does not 
exceed one-fourth of net worth, and 
the ratio of current assets to current 
liabilities is around 2. 

During the next 10 years of its his- 
tory, plant account is increased 15 per 
cent annually after adjustment for plant 
retirement, and current assets in pro- 
portion. Its new capital investments 
earn 171% per cent net on the initial 
cost after 5 per cent straight line de- 
preciation and 50 per cent income tax. 
It is assumed the dividend payments will 
be the same whether straight line or 
SYD depreciation is employed. During 
this 10-year period, dividends equal 50 
per cent of reported income with 
straight line depreciation when holding 
the current ratio around 2. At the end 
of this 10-year period, through defer- 
ment of taxes by the SYD method, the 
ratio of funded debt to net worth is 
only 16.4 per cent compared to 22.4 
per cent had the straight line method 
been employed. The $20.2 million of 
deferred taxes will have been retained 
and employed to keep down debt. 

It is now assumed that after the 
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10th year a recession develops, and earn- 
ings of the company fall to around 10 
per cent on net worth. Because of les- 
sening demand for the products of the 
company, capital investment equal to 
the straight line depreciation accrual is 
adequate. However, because of the 
continued new investment over the 
10th to the 15th year, income taxes pay- 
able under the SYD method are still less 
than under the straight line method. 
Since depreciation only is required to 
finance capital expenditures, adequate 
funds are available to maintain the 
dividend rate when keeping working 
capital at the desired current ratio of 
2 to 1 when following straight line de- 
preciation. The tax deferment through 
the use of SYD depreciation in this 
period is added to working capital. 
The net effect of the use of the SYD 
instead of the straight line method of 


depreciation over the entire 15-year 
period of this study is to defer in- 
come taxes in the amount of $35.5 


million. This has been applied to re- 
duce funded debt by $20.2 million and 
to increase working capital by $15.3 
million. This improvement in financial 
position could finance at least a year’s 
growth in plant and working capital. 
The reported net worth is much 
lower by the SYD method because the 
total amount of depreciation accrued is 
higher. Gross plant is the same. It 
is 41 per cent depreciated by the 
straight line method but 58 per cent 
depreciated by the SYD method. These 
problems of accounting could well deter 
many companies from inaugurating a 
policy of tax depreciation that they did 
not wish to follow for book purposes. 
Company B. At the beginning of 
our study, this company of $6 million 
net worth and $3 million long-term 
debt and employing straight line de- 
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preciation, has reported earnings of $1 
million per year or 16.3 per cent on net 
worth. Its growth over the ensuing 10 
years is limited to retained earnings and 
depreciation. 

The dividend that is paid is more or 
less at a minimum level and amounts 
during the next 10 years to some 30 
per cent of net earnings as reported 
when following straight line deprecia- 
tion. The balance of the earnings is 
retained and, together with deprecia- 
tion, invested in new facilities and re- 
quired working capital. Current as- 
sets, equal in amount to gross plant, are 
twice current liabilities when taking up 
all available short-term credit. The 
new investments earn on the fixed capi- 
tal investment 12.5 per cent after 5 
per cent straight line depeciation and 
income taxes. The expansion made 
possible through retained earnings and 
depreciation is continued in both cases 
through the 10th year. At the end of 
the 10th year, the capital investment 
which has been made possible because 
of a deferment of taxes when employ- 
ing the SYD method is $1 million 
greater and the investment in required 
net working capital is $500,000 higher 
than through the use of the straight 
line depreciation method. 

This company now also runs into a 
five-year recession with reduced demand 
and lower earnings. Earnings are re- 
duced to § per cent on net worth when 
straight line depreciation is used, and 
the capital expenditures required to 
meet demand are only 5 per cent of 
gross plant. However, even at this low 
rate of expenditure, because it exceeds 
depreciation accrual, tax deferment is 
continued. Because of the lower de- 
mand for capital investment, dividends 
can be continued at the previous levels 
while maintaining the required ratio of 
current assets to liabilities of 2 to 1. 
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Over the 15-year period, the cash 
earnings are increased by $2,890,000 or 
nearly 10 per cent. While this is mostly 
tax deferment, sales and operating earn- 
ings are higher because of the additional 
plant in which $1,350,000 has been in- 
vested. Because of this additional plant, 
the company employs more people. The 
additional working capital ($1,650,000) 
is available for further expansion. 


The assumption in the above cases 
that dividend policies would not be 
changed by adoption of the SYD 
method is subject to further considera- 
tion. Perhaps in some cases dividend 
policies would be influenced. The 
lower reported earnings might for a 
brief period of time be taken by man- 
agement of some companies as an ex- 
cuse for a lower dividend. On the 
other hand, the pressure over a period 
of time would be for a higher dividend 
because of the improved financial posi- 
tion of the company. Financial position 
rather than reported earnings is the 
principal criterion when establishing 
dividend policy. The improvident com- 
pany could, of course, pay out the en- 
tire amount as an added dividend. This 
result, however, would seem to be un- 
likely in all but a few instances since 
industrial management generally is 
keenly alert to the need of conservation 
of funds in the long-run. 


Therefore, retention of the funds in 
the business and their use for improve- 
ment of capital structure or additional 
expansion would seem the most likely 
use of any funds that are made avail- 
able to the typical company through 
deferment of income taxes when em- 
ploying accelerated depreciation. In this 
manner the long-range interests of both 
stockholders and employees are pro- 
moted. 
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These cases—while by no means ex- 
haustive—show how a cumulative tax 
deferment could be built into the capi- 
tal structure which could permit more 
expansion at a later date. 


Survey of Decisions and Opinions on 
Corporate Policy 


A survey of the opinions of a group 
of companies has been made through 
members of the National Society for 
Business Budgeting. The number (34) 
participating is small and may not pro- 
vide an adequate sample for all industry. 
However, it is believed that these com- 
panies’ views are representative of the 
thinking of alert and progressive cor- 
porate management of corporations in 
diverse industries and of varying size. 
The questions* and results are tabu- 
lated in the appendix for three groups: 


Net Worth 


—$100 million or more 


Group A—Large 
“ ~ B—Medium—$25- $100 “ 


“ —C—Small —up to $25 ” 


The questions and answers follow: 

1. Does your company expect to 
adopt the declining balance or 
sum of the years-digits method in 
part or generally as permitted for 
tax purposes? 

Three-fourths of these companies have 
made a decision either for or against the 
use of one of the alternative methods. 
The decision to use one of the alternative 
methods rather than straight line depreci- 
ation generally on new assets acquired is 
affirmative among all the smaller com- 
panies (Group C) reporting. One-half 
of the medium size companies (Group B) 
will use it generally, and two-thirds gen- 
erally or selectively. One-half of the 
large companies (Group A) will use it 
either generally or selectively. 


SYD was chosen in all but two cases 


4 Answers were received up to October 15, 1954. 
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over the declining balance.® 


The companies that had decided to 
employ accelerated depreciation generally 
had typically a higher ratio of funded 
debt to net worth than the companies 
that had decided to employ it in part or 
not at all. The sum of the years-digits 
method was chosen in all but two cases 
over the declining balance. 


2. Is it expected that this provision 
will accelerate your capital ex- 
penditure program? 


The answers to this question reflect the 
financial situation of the companies re- 
plying to the questionnaire. All of the 
medium sized and small companies that 
expected the provision to accelerate their 
capital expenditure program had a ratio 
of funded debt to net worth 25 per cent 
or more. The two larger companies that 
thought the provision would have some 
effect on capital expenditures expected it 
to be of long rather than of short-range 
importance. 


3. In your answer, what value in 
terms of interest rate or earnings 
are you applying to the tax de- 
ferment? 


Less than half of the companies replied 
to this question, and two-thirds of those 
replying estimate the value of the tax de- 
ferment at 3 per cent or interest cost. 
A third of the companies answering, how- 
ever, estimate the value at 6 per cent or 
above, and one company with 20 per cent 
of funded debt to net worth and grow- 
ing rapidly estimated the value at 20 per 
cent. 


4. What is your view as to the ex- 
tent of the probable adoption 


5 Subsequent information reaching the author indi- 
cates a trend among large companies toward the 
declining balance method for tax purposes but with 
no changes contemplated in accounting practices at 
this time. 
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among businesses with which you 
are most familiar? 


The opinion is that the application will 
be scattered among industry. 


§. If adopted for tax, does your com- 
pany expect to use declining 
balance or SYD method for books? 
Would adoption be general on all 
assets acquired after December 31, 
1953, or only on selected cate- 
gories of fixed assets acquired after 
that date? 


All companies surveyed which will use 
the alternative methods for tax purposes 
will also use them for book purposes on 
the same assets. One company will add 
to the booked straight line depreciation 
so that the total taken for book and tax 
purposes will be the same. Only one 
would set up as a reserve the tax defer- 
ment over the straight line method. One 
large company will convert its entire 
bookkeeping to the declining balance 
method.® 


If this sample can be taken as at all 
representative, it would appear that 
both tax and corporate accounting of 
depreciation are in for a fairly general 
overhaul as a result of the new tax bill. 
The SYD method, which was hardly 
discussed before the Senate hearings, will 
introduce very interesting accounting 
problems. Cost as well as financial ac- 
counting could be enlivened for years 
to come as a result of this changeover. 

The answers to the questionnaire in- 
dicate that the most general adoption 
will be among companies in need of 
capital. To the extent that these com- 
panies would thereby enjoy a growth 
more rapid than would otherwise be 
possible, the bill will, as the sponsors 
have claimed, add to the total sum of 
capital generated by business. 


6 See footnote 5. 
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Conclusion 


The principal conclusion to be made 
from this study is that the changes in 
tax depreciation policy will confront 
every business with important decisions. 
Every company, large or small, rich or 
poor, should give careful consideration 
to the effect of the application of these 
measures on its own policies and policies 
of competitors. 

The amount and importance of the 
tax deferment will vary widely. The 
progressive company, short of capital 
but with good opportunities for growth, 
could benefit materially. Another com- 
pany that has to pass the benefit along 
to its stockholders in the form of im- 
mediate higher dividends would suffer. 
A third company with a small plant 
relative to business done would not find 
the advantage material. 
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Business, in selecting capital projects, 
will continue to be guided by the 
prospects of a fair earning rate. If the 
rate is attractive, it will be but slightly 
influenced by the tax deferment. 


Adoption by many corporations of 
accelerated depreciation for corporate 
accounting, when they adopt it for 
taxes, is indicated. The company report- 
ing on this basis will present quite a dif- 
ferent set of accounts to its stockholders 
over a period of time. Therefore, what 
the competitor will do is important. 


The conclusions to be drawn from 
this study can only be tentative. No 
formula is offered for easy solution of 
individual problems. It is hoped, how- 
ever, that this and other studies of the 
series will stimulate corporations to ex- 
amine the impact of these provisions on 
their own affairs. 


APPENDIX 
Answer 
Question Large Medium Small Total 

ep ere A B Cc 

(1) Does your company expect to General .......... 3 6 ) 14 
adopt the declining balance or In Part .......... 2 

sum of the years-digits method None ........... j 5 8 
in part or generally as per- Total Decisions ... 10 11 5 26 
mitted for tax purposes? Undecided ....... 4 2 2 8 
(2) Is it expected this provision Yes ............. 1 2 3 6 

will accelerate your capital ex- Yes—Some ....... 2 I 
penditure program? 7 See 6 6 1 13 

(4) What is your view as to the Nome ........... i 
extent of probable application Scattered ........ 5 6 3 14 
among business? Genel ais sdar oss 4 5 5 10 
(5) If adopted for tax, does your Selected—New or. 5 3 8 
company expect to use declin- General—New .... 3 3 1 7 
ing balance or SYD method All—Old& New... 1 I 
for books? Equivalent ....... 1 by. I 
uy et eas l l 
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INDIVIDUAL INCOME TAX PROVISIONS 
OF THE 1954 CODE 


JOSEPH A. PECHMAN * 


HE Internal Revenue Code of 1954 
represents the first major attempt 

by the Congress since 1944 to overhaul 
the federal individual income tax. Most 
of the 1944 revisions were essentially of 
an administrative nature, dictated by 
the recognition that the old structure 
was not suitable for a mass tax covering 
the large majority of the nation’s in- 
come-receiving population. The re- 


forms introduced at that time include 
the standard deduction, the per capita 
exemption, the simplified tax table, an 
expanded withholding system to dis- 
charge currently the tax liabilities of 


most wage and salary recipients, a cur- 
rent payment system for recipients of 
nonwithheld income, and elimination of 
the earned income credit. These re- 
forms are landmarks in United States 
income tax history. They have survived 
the intervening decade virtually un- 
changed, and there is no doubt that they 
are responsible for our continued heavy 
reliance on individual income taxation 
to finance federal expenditures. 
Between 1944 and 1954 the only 
structural revision of major significance 
was made by the 1948 income-splitting 
provision. This change was also borne 
of necessity. In the period 1944-1947, 
a number of states had enacted com- 
munity-property laws to obtain for 


"The author is Associate Professor of Finance, 
School of Industrial Management, Massachusetts Insti- 
tute of Technology, on leave with the Council of 
Economic Advisers. The views expressed herein are 
personal and do not necessarily reflect those of the 
Council. 


their residents the tax advantages which 
residents of the eight original com- 
munity-property states had enjoyed for 
many years. Other states were plan- 
ning to follow suit unless Congress in- 
tervened. Partly out of desperation and 
partly to meet the demands of middle- 
and high-income recipients for tax re- 
duction, the 1948 Act permitted mar- 
ried taxpayers filing joint returns to 
split their incomes for tax purposes, 
thus universalizing the tax advantages 
of the community-property system. 
Like the 1944 reforms, the 1948 in- 
come-splitting amendment promises to 
remain an integral part of the tax sys- 
tem. 


The 1954 Code contains at least two 
changes which can be ranked in impor- 
tance with some of the changes made 
in 1944 and 1948. These are the new 
provisions relating to depreciation and 
the treatment of corporate dividends, 
which are discussed elsewhere in this 
volume. I have been asked to confine 
myself to the other provisions affecting 
the tax liabilities of individual income 
taxpayers. Since few, if any, of the 
remaining provisions are as significant 
as either the depreciation or dividend 
provisions, my assignment covers less 
spectacular issues than those dealt with 
by the other contributors to this 
volume. 


The objectives of most of the individ- 
ual income tax changes in the 1954 
Code were to remove “ the more glaring 
inequities ” and to make the law “ sim- 
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pler and surer.”' To judge whether 


the law has been made more certain 
requires a more intimate knowledge 
than I have of the legal niceties of the 
old Code; consequently, I must leave 
this part of the evaluation to the law- 
yers who are more competent to handle 
it. I will concern myself with the other 
objectives, namely, the equity and ad- 
ministrative objectives which were 
sought. 

The changes which were designed to 
achieve these objectives are all relatively 
minor, in the sense that no one of them 
involves a very substantial revenue loss. 
However, the total cost of the individ- 
ual income tax revisions is by no means 
insignificant. This is shown in Table 1 
which lists the major individual income 
tax reductions under the bill. In a full 
year, at 1954 income levels, liabilities of 
individual income taxpayers will be re- 
duced by about $950 million,*® or about 
3 per cent of the $29 billion total under 
the old law. Changes in the treatment 
of dividends and depreciation account 


1The Budget of the U. S. Government for the 
Fiscal Year Ending June 30, 1955, p. M16. 


2 This estimate is based on the official figure sub- 
mitted by the Chairman of the Ways and Means 
Committee in his report to the House on the Confer- 
ence Report. (See the Congressional Record, July 
28, 1954, pp. 11759-11760). The only change is 
that Table 1 shows the loss after the 4 per cent divi- 
dend credit becomes effective for an entire year, 
whereas the official figures show the effect of this 
credit in fiscal year 1955. The full-year loss is about 
$150 million larger, because the fiscal-year loss is 
calculated on the basis of dividends received in the 
five-month period after the credit became effective on 
July 31, 1954. 

It should be noted that Table 1 does not take into 
account the changing pattern of revenue loss during 
the transition from the straight line to the declining 
balance method of depreciation. Assuming a constant 
volume of investment, the revenue loss would increase 
several fold during the first five or six years, and then 
decline to zero. If there is continued growth, the 
annual loss would never be completely eliminated. 
This matter is discussed in the paper by Professor 
E. Cary Brown, “The New Depreciation Policy 
under the Income Tax: An Economic Analysis,” on 
page 81 of this issue. 
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for $375 million of the total reductions. 
The discussion which follows covers the 
provisions which account for most of 
the remaining $525 million revenue loss. 


TABLE 1 
EstiMaAtep ReveNvueé Errect in A Furr Year or 
THE INpIvipuAL INcome Tax Revisions 
Unpber THE 1954 Cope * 


air Revenue Loss 
Major Provisions (Millions) 
Dividend credit and exclusion .... $350 
Liberalization of depreciation .... 75 
Increase in personal deductions ** 245 
Retirement income credit 140 
Revision of personal exemptions t 85 
Revision of head-of-household pro- 

vision 10 
45 


$950 


Total Revenue Loss 


Source: Based on data in the Congressional 
Record, July 28, 1954, pp. 11759-11760. 
* At calendar year 1954 income levels. 


** Includes changes in deductions for medical 
expenses, charitable contributions, and interest 
on installment contracts, and the new deduc- 
tion for child care expenses. 


t Includes the waiver of the $600 gross in- 
come test for children and the new exemption 
allowance for unrelated dependents who are 
members of the taxpayer’s household. 


tIncludes the change in the annuity rule, 
the increase in exemption for trusts, the deduc- 
tions for soil and water conservation expendi- 
tures, and the election for partnerships and 
proprietorship to be taxed as corporations, 


PERSONAL DEDUCTIONS 


Congress has been urged to increase 
personal deductions almost every year 
since the enactment of the income tax 
in 1913. Suggestions have ranged from 
the types of moderate changes which 
were made in the 1954 Code to the 
extreme of allowing deductions for pur- 
chases of new cars to reduce unemploy- 
ment in Michigan. In the past, Con- 
gress has been able to withstand most of 
these pressures. However, the 1954 
Code is a conspicuous departure from 
prior precedent; in this case, Congress 
made a concerted effort to satisfy the 
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most reasonable complaints. As indi- 
cated in Table 1, a substantial propor- 
tion of the revenue loss under the new 
Code is due to the liberalization of per- 
sonal deductions. 


Medical Expenses 


Expenditures for medical and dental 
expenses were not deductible prior to 
1942. The Revenue Act of 1942 per- 
mitted deductions for such expenditures 
in excess of § per cent of net income, 
with a limit of $1,250 for single persons 
and for married persons filing separate 
returns, and $2,500 for married persons 
filing joint returns. When the adjusted 
gross income concept and per capita 
exemptions were adopted in 1944, the 5 
per cent “ floor ” was expressed in terms 
of adjusted gross income instead of net 
income, and the “ceiling” was ex- 
pressed as $1,250 for taxpayers with one 
exemption and $2,500 for taxpayers 
with more than one exemption. In 
1948 the ceiling on joint returns was 


raised to $5,000 to equalize the maxi- . 


mum allowed for married couples in 
community—-and noncommunity— 
property states. The latter were able to 
deduct as much as $5,000 by filing 
separate returns.° 

Both the floor and the ceiling for the 
medical expense deduction have been 
under attack. Suggestions with respect 
to the floor ranged from reductions of 
1 or 2 per cent to complete elimination. 
Taxpayers who were affected by the 
ceiling urged that it be removed com- 
pletely. 

The 1954 Code struck a middle 
position in regard to both provisions. 
It reduced the floor from § per cent to 
3 per cent and raised the ceiling to 


8In 1951 the § per cent floor was removed for 
both a taxpayer and his spouse (but not for medical 
expenses of their dependents), if either husband or 
wife attained age 65. 
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$2,500 per exemption, with limits of 
$5,000 for single persons or married 
persons filing separate returns, and 
$10,000 for married couples filing joint 
returns and heads of households. These 
changes will reduce revenues by an 
estimated $125 million in a full year. 

In addition the new Code revised the 
treatment of expenditures for drugs and 
medicines under the medical expense de- 
duction. Under prior law such ex- 
penditures were included in full as 
medical expenses (subject, of course, to 
the over-all floor and ceiling). This 
permitted taxpayers to deduct such 
items as expenditures for aspirin, patent 
medicines, and other ordinary drugstore 
purchases, which do not represent ex- 
traordinary medical expenses. Tax- 
payers rarely keep accurate records of 
these purchases, and prior law was a 
constant invitation to overstate them. 
In practice it was very difficult for the 
Internal Revenue Service to check the 
reasonableness of these deductions. To 
avoid this problem the 1954 Code per- 
mits the taxpayer to take into account, 
in computing the medical expense de- 
duction, only that portion of expendi- 
tures on drugs and medicine which ex- 
ceeds 1 per cent of adjusted gross 
income. In effect this raises the floor 
for the entire medical expense deduction 
somewhat above the new 3 per cent 
level. For those who spend as much as 
1 per cent on drugs and medicines, the 
floor is increased to 4 per cent. The 
change in treatment of drugs and medi- 
cines will increase liabilities by an esti- 
mated $45 million per year, thus re- 
ducing the net cost of the revisions in 
the medical expense deduction to $80 
million. 

The decision to retain the floor seems 
justified in view of the purpose of the 
medical expense deduction. Hardships 
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occasioned by medical expenditures re- 
sult from the fact that they are often 
involuntary, unpredictable, and may ex- 
haust a large portion of the taxpayer’s 
total income. Moderate expenditures 
for medical care can be budgeted and, 
therefore, do not require special treat- 
ment other than as part of the personal 
exemptions. A minimum exclusion ap- 
propriately eliminates from the medical 
expense deduction that portion of medi- 
cal expenditures which may be con- 
sidered to be average or not unusual. 

If it is granted that a minimum ex- 
clusion is desirable, the question that 
remains is how low should it be? Here 
we must rely on the available statistics, 
which have been rather fragmentary 
heretofore. Fortunately, a recent study 
by the Health Information Founda- 
tion of family medical expenses in the 
year ending July, 1953 provides the 

type of data which are needed in this 
connection.* Table 2 summarizes these 
data. 

The figures in this table indicate that 
the new floor accords reasonably well 
with the facts. Median expenditures on 
medical and dental care for all families 
with incomes under $10,000 are about 
equal to, or only slightly higher than, 
the new effective floor of 3-4 per cent 
(taking into account the 1 per cent ex- 
clusion for drugs and medicine). The 
only criticism one might have is that no 
reduction in the floor appeared to be 
required for income groups below 
$2,000, where median medical expendi- 
tures are about 6 per cent. To dupli- 
cate the pattern suggested by Table 2, 


4 National Family Survey of Medical Costs and 
Voluntary Health Insurance (Health Information 
Center [New York, 1954]). The data are based on 
a sample of 2,809 families, using the “area proba- 
bility’ technique. The survey was conducted by the 
National Opinion Research Center of the University 
of Chicago. 
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it would have been necessary to vary the 
floor for medical expense deductions as 
incomes increase. For example, the 
floor might have been set at § per cent 
of the first $2,000 of adjusted gross in- 
come plus 3 per cent of the amount of 
income in excess of $2,000. However, 
it is doubtful whether the added equity 
that might have been achieved in this 
way would have been worth the ad- 
ditional complications.® 


TABLE 2 
Mepian Per Cent or Famiry Income Spent 
oN Mepicat AND Dentar Care, YEAR 
Enpino Jury, 1953 


Median Per Cent 

of Income Spent 

on Medical and 
Dental Care 


Family Income Group 


Total, all families with in- 


comes under $10,000 ... 41% 


32 
Source: National Family Survey of Medical 
Costs and Voluntary Health Insur- 
ance (Health Information Center 
{New York, 1954]), Table 14, p. 2. 





The doubling of the ceiling for medi- 
cal deductions is long overdue and may 
even be too conservative a step. There 
would appear to be no good reason for 
imposing a maximum limit on the medi- 
cal expense deduction and not on other 
deductions as, for example, those for 
uninsured losses from fire, theft, etc. 
Medical expenses which exceed the ceil- 
ing, whether it is $5,000 or $10,000 and 
whether the expenses are incurred by 
low or high income recipients, may be 
just as involuntary as losses from fire 


and theft. 


5 Moreover, there is a good case for lowering the 
floor even on the first $2,000 of income, on the 
ground that the present law exemptions allow for 
only a very small amount of medical expenses, if any. 
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The taxpayer with catastrophic medical 
expenses suffers great hardships at 
practically all income levels, and his 
ability to pay taxes is impaired by the 
entire portion of these expenses which 
exceeds the normal or average.° 

The major argument in favor of the 
ceiling is that it is difficult to distinguish 
very large medical expenses from per- 
sonal expenses. The businessman who 
spends a month in Florida during the 
winter at the advice of his physician is 
usually cited as an example. This diffi- 
culty has now been mitigated to a con- 
siderable extent by a new provision in 
the 1954 Code which limits deductions 
for travel expenses required for medical 
care to actual transportation expenses, 
thus excluding expenses for meals and 
lodging during such a trip. It is doubt- 
ful whether the additional administra- 
tive difficulties are important enough to 
warrant keeping the ceiling. Moreover, 
it is undesirable to deny deductions for 
such extraordinary expenses merely on 
the ground that they are incurred by 
high-bracket taxpayers. 


Charitable Contributions 


A deduction for contributions has 
been in effect since the enactment of the 
Revenue Act of 1917. This deduction 
was limited to 15 per cent of income 
until 1952, when it was raised to 20 per 
cent. The 1954 Code permits individ- 
uals to deduct another 10 per cent for 
contributions to regular educational in- 
stitutions, hospitals, and churches. 
- Thus, after 25 years of stability, we 
have had what is in effect a doubling of 


6 As a matter of fact, in view of the involuntary 
and necessary character of heavy medical expenses, an 
allowance against income in only one year may not 
in exceptional cases permit full utilization of the 
medical expense deduction. Under these conditions, 
it may be desirable to permit taxpayers to carry back 
or forward any unutilized portion of the medical 
expense deduction. 
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the limit on deductions for contribu- 
tions within a two-year period. 

The recent liberalization of this de- 
duction was designed to encourage ad- 
ditional contributions by high-income 
taxpayers to tax-exempt organizations. 
In view of high costs and the relatively 
low rate of return received on endow- 
ments, many organizations are finding 
it increasingly difficult to finance their 
current operations. They have argued 
that a more liberal deduction is needed 
to loosen the pursestrings of taxpayers 
in the highest income brackets who gear 
their contributions to the income tax 
limit. 

It is difficult to argue against the more 
liberal treatment provided under the 
1954 Code. The revenue loss (an esti- 
mated $25 million) is small in relation 
to total federal revenues, but the ad- - 
ditional contributions are likely to be 
quite important for the recipient in- 
stitutions.” Since we rely heavily on 
philanthropic organizations to supple- 
ment governmental activities and, in 
some cases, to provide services which 
none of the governmental units per- 
forms, any reasonable attempt by the 
federal government to assist them will 
probably meet with public approval. 

Although the objective of a higher 
limit on deductions for charitable con- 
tributions is desirable, there are a num- 
ber of important offsetting considera- 
tions which need to be kept in mind. 
In the first place, a high limit permits 
the very highest income taxpayers, at 
their own volition, to divert a large pro- 
portion of their tax liabilities from the 
federal government to an organization 
of their own choice. Under present 
rates, this can be done at very little cost 


T Assuming an average marginal rate of 50 per cent 
for taxpayers who will be encouraged to contribute 
more, the additional contributions will amount to $50 
million. 
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in disposable income. For example, 
every deductible dollar donated by a 
taxpayer subject to the top bracket rate 
costs the government 91 cents. In other 
words, the taxpayer forces the govern- 
ment to give up about $10 by sacrific- 
ing $1 of disposable income. This may 
be tolerable only if there is a relatively 
low limit on the amounts that can be 
diverted in this manner. 

Second, the fact that the 10 per cent 
increase in the limit under the 1954 
Code was confined to contributions for 
schools, hospitals, and churches suggests 
that the Congress is already entertaining 
doubts as to whether we are encourag- 
ing the right kind of contributions. 
The omission of foundations from the 
list is particularly significant. Some of 
the foundations have been established 
to satisfy the whims of idiosyncratic 
taxpayers; others are quasi-political in 
nature; and still others are designed 
mainly to avoid estate and gift taxes. 
However, the most important founda- 
tions finance highly desirable activities, 
and many of them are, in fact, the 
source of funds for the very organiza- 
tions which were specifically covered 
by the broadened limit in the 1954 Act. 
The higher the limit is pushed, the more 
likely it is that Congress will feel obli- 
gated to make further distinctions of 
this kind. Such distinctions can only 
be arbitrary and can cause a good deal 
of hardship to individual organizations.* 


8In this connection, it might be noted that the 
device used in the 1954 Code to channel additional 
contributions to colleges, hospitals, and churches is 
likely to be ineffective in any case. Consider, for 
example, an individual who already contributes 20 
per cent of his income to a university. The new 
provision would allow him a full deduction for the 
next 10 per cent even if the contribution is given to 
a foundation. This will be possible because the con- 
tributions to colleges, hospitals, and churches are first 
deductible up to 10 per cent. Any remaining contri- 
butions to these organizations plus all other contribu- 
tions are then deductible up to the usual 20 per cent 
limit. 
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Third, a high limit on charitable con- 
tributions is subject to abuse. Tax- 
payers who donate appreciated property 
are allowed full deduction for the value 
of property donated and are not re- 
quired to pay the capital gains tax on 
the gain. For individuals subject to the 
highest bracket rate, the value of the 
income tax deduction may be more than 
the amount the taxpayer would realize 
if he sold the asset and paid the capital 
gains tax. For example, for a taxpayer 
in the 91 per cent bracket, stock which 
originally cost $2,500 and is now worth 
$10,000 would yield $8,125 after capital 
gains tax. If the stock were donated to 


a charitable organization, the $10,000 
deduction from income would reduce 
taxes by $9,100 or by $975 more than 
would be realized through the sale of 
the stock. Thus, the taxpayer is actu- 
ally better off by giving away the 
property than by selling it and keeping 


the after-tax proceeds. The tax serv- 
ices have been calling attention to this 
loophole for years, so that taxpayers in 
the highest income brackets are familiar 
with it. By raising the limit on charita- 
ble deductions, the size and number of 
such opportunities are increased. It is 
hard to believe that the principles of 
private philanthropy can be reconciled 
with this type of tax avoidance.* 

The recent upward push in the limit 
has proceeded very rapidly and with 
much too little public discussion. Such 
trends unfortunately tend to gather 
momentum as they progress. In view 
of the considerations discussed above 
there is cause for concern, and we ought 
to pause at least briefly to take stock 
before the movement toward higher and 
higher limits gets out of hand. 


® This abuse of the charitable deduction could be 
eliminated by taxing the gains on donated property 
as if they were realized. However, there is no evi- 
dence that such a revision is likely to be adopted in 
the near future. 
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Interest on Installment Loans 


Interest on personal loans has been 
deductible by individuals since the en- 
actment of the present income tax in 
1913. However, where such interest 
was paid along with the carrying charges 
on an installment loan, the administra- 
tive practice has been to allow a de- 
duction only if the interest was stated 
separately. 

The House bill corrected this defi- 
ciency by permitting a deduction of 6 
per cent of the average unpaid balance 
of a loan during the year, if interest is 
not segregated from other carrying 
charges. The Finance Committee de- 
leted the amendment entirely for three 
reasons: (1) the provision might en- 
courage the practice of hiding the in- 
terest charge; (2) it might create a 
presumption that the proper interest 
charge is 6 per cent; (3) the adminis- 
trative complications of the deduction 
would outweigh its value to taxpayers 
(estimated at $10 million).”° As finally 
enacted, the 1954 Code followed the 
House bill in respect to this provision. 

Despite the considerations raised by 
the Finance Committee, it is hard to 
object to the new provision if a deduc- 
tion for interest on personal loans is 
allowed. It is unfortunate that the Con- 
gress did not take this occasion to re- 
view the basis for having an interest 
deduction in the first place. However, 
there was not even a hint during the 
hearings on the 1954 Code that this 
deduction is incorrect in principle. All 
of the testimony concentrated on the 
inequity which was being committed 
against those who were required to bear 
the unusually heavy charges of personal 
loan companies and of the loan sharks. 

10 Report of the Committee on Finance, U. S. 


Senate, to Accompany H. R. 8300, Senate Report No. 
1622, 83rd Cong., 2d Sess., p. 22. 
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Under the circumstances, the well- 
known tax rule that every concession 
must eventually be granted to the great- 
est common multiple of taxpayers pre- 
vailed once more. 


Child Care Expenses 


The deduction for child care expenses 
introduces a new category of deductions 
into the federal income tax. Accord- 
ing to the reports of the Ways and 
Means Committee and the Finance Com- 
mittee, the deduction was adopted on 
the ground that certain taxpayers must 
incur these expenses in order to earn a 
livelihood, and they are, therefore, com- 
parable to an ordinary business ex- 
pense." 

The basic issue with which the child 
care deduction is concerned is the fact 
that the value of services contributed 
by the housewife in the home is not in- 
cluded in taxable income. When she 
accepts employment outside the home, 
her entire money income is subject to 
tax. Actually, a part of the additional 
income is substituted for the imputed 
income formerly derived from her own 
tax-free services in the home. The ad- 
ditional money income, therefore, does 
not measure the net gain to the family, 
since it is offset in part by an increase 
in cash expenses for running the house- 
hold and caring for the children. Ob- 
viously, it would be impractical to 
include the value of the housewife’s 
services in the tax base. If the inequity 
is to be remedied, it is necessary to ad- 
just the earnings of the housewife to a 
“net” basis before they are subjected 
to tax. 

There are two practical problems in- 
volved in making such an adjustment. 


11 Report of the Committee on Ways and Means, 
House of Representatives, to Accompany H. R. 8300, 
House Report No. 1337, 83rd Cong., 2d Sess., p. 30; 
and Report of the Committee on Finance, op. cit., 
pp. 39-40. 
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First, it is virtually impossible accura- 
tely to measure the exact expense which 
might be attributed to the employment 
of the housewife. Second, many house- 
wives employ domestic servants and 
send their children to nursery school, 
whether or not they are employed. By 
allowing full deductions for such ex- 
penditures, preferential treatment would 
be given to items that are essentially 
personal expenses. 

The history of the new deduction as 
the 1954 Code progressed through the 
Congress reveals how difficult it is in 
practice to meet these problems. As 
passed by the House, employed widows, 
widowers, legally separated or divorced 
persons, or mothers whose husbands are 
mentally or physically incapacitated 
were allowed a deduction of up to $600 
for actual expenditures on the care of 
all children under 10 years of age and 
of children between 10 and 16 years of 
age who are mentally or physically 
handicapped and unable to attend regu- 
lar school. The Senate went a few steps 
further. It retained the $600 limit, 
but raised the age limit for children to 
12 years and included expenditures for 
the care of any incapacitated dependent 
of the taxpayer regardless of age or 
relationship. In addition, married 
women were permitted to take the de- 
duction if they file joint returns and 
the combined adjusted gross income of 
the couple is less than $4,500. To avoid 
a notch problem, the deduction was 
reduced dollar for dollar by the amount 
by which the income of the couple ex- 
ceeds $600. Thus no deduction will be 
allowed if the income of the couple 
exceeds $5,100. 


Two of the most important limita- 
tions surrounding the new deduction 


appear to be quite reasonable. The 
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maximum limit of $600 is a rough 
method of differentiating between the 
business-expense element of child care 
expenses and the personal-expense ele- 
ment. Of necessity, such a limit must 
be arbitrary, and it is better to set it 
at a relatively low level to avoid 
the criticism that the deduction sub- 
sidizes luxury-type personal expendi- 
tures. Denial of the deduction to 
parents with children who have gone 
beyond the sixth grade helps to avoid 
granting allowances for working parents 
who hire maids or other servants pri- 
marily to perform services other than to 
take care of the children.” 

In two other respects, however, the 
final action seems questionable. It is 
hard to defend the action limiting the 
deduction to married couples with in- 
comes under $5,100 at the same time 
that single individuals at all income 
levels will be eligible for it. It would 
have been better to place the same in- 
come limitation on both groups. As it 
is, married couples with incomes above 
$5,100 will soon be clamoring for the 
same relief. Similarly, taxpayers with 
dependents other than their own 
children who are less than 12 years of 
age will be arguing for eligibility. Such 
problems are unavoidable in the first 
attempt at designing a new provision of 
this kind, and it is to be hoped that they 
will be remedied in the future without 
making large inroads into the tax base. 

Another more fundamental difficulty 
is that other taxpayers have “ business ” 
expenses which are now classified as 
nondeductible personal expenses. For 
example, a physically handicapped per- 

12 Actually, the Code requires an allocation of ex- 
penditures for domestic servants between child care 
and other activities in the home. Obviously, this 


would be very difficult to administer without the 
$600 and the age limitations, 
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son may have to use taxicabs each day 
for transportation to and from work; 
school teachers, university professors, 
and other professional people are re- 
quired to obtain advanced degrees as a 
prerequisite to entry or advancement in 
their fields; and wage earners incur 
heavy moving expenses when their em- 
ployers move their place of doing busi- 
ness or if they are required to seek em- 
ployment in another area. In every 
one of these cases—and others could be 
cited—the expenditure is a combination 
of business and personal expenses which 
is not deductible for the practical reason 
that it is impossible to segregate the 
business-expense element. 

Whether the expenditures of working 
mothers for child care are sufficiently 
different to warrant relief is a matter of 
judgment. The bipartisan support of 
the deduction for child care expenses 
indicates that the emotional appeal of 
the claim by working mothers was ir- 
resistible. However, now that the prec- 
edent has been established, it will prob- 
ably be difficult to avoid enlarging this 
new category of personal deductions. 
Such a development would not neces- 
sarily be undesirable, so long as the new 
deductions are carefully drawn. They 
would help remove the inequity of tax- 
ing the majority of employed persons 
virtually on a gross basis, while the self- 
employed and employees with reimburs- 
able expense accounts are permitted to 
deduct almost any expenditure which 
even remotely resembles a business ex- 
pense. 

RETIREMENT INCOME 


Every Congress in the postwar period 
has been plagued by requests to provide 
special income tax relief to aged persons. 
This pressure reflects a widespread be- 
lief that the aged have less ability to 
pay than younger members of the com- 
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munity because of (a) a decline in earn- 
ing capacity, and (b) a tendency for 
certain costs of living, particularly 
medical expenses, to rise with age. 

It is difficult, however, to pin down 
any vaild reasons why our system of 
differentiating tax liabilities on the 
basis of income, personal exemptions, 
and personal deductions does not ade- 
quately reflect whatever differences 
there may be in the ability to pay of 
older vs. younger persons. It is true, 
of course, that older persons have much 
lower incomes, but this factor is al- 
ready taken into account by a progres- 
sive income tax. The allegation that 
aged persons have higher living costs 
cannot be substantiated,'® but insofar 
as they may have higher medical ex- 
penses, it is already allowed for by the 
type of deduction presently employed 
in the individual income tax. 

Notwithstanding the uncertain basis 
for lightening the tax load on aged 
persons, two concessions had already 
been made to this group before this 
year, and the 1954 Code added a third. 
The first special provision was adopted 
in 1948, when taxpayers (and their 
spouses) over 65 years of age were 
allowed an additional exemption of 
$600. Another relief provision was 
enacted in 1950, when the § per cent 
minimum exclusion for medical ex- 
penses was waived for those over 65. 
The 1954 Code continued this trend by 
granting to the aged a 20 per cent tax 
credit on the first $1,200 of most re- 


13 The concentration of aged persons in the lowest 
income groups is well known, and it has been demon- 
strated by all income distribution surveys in the last 
two decades. However, the available evidence does 


not support the contention that a family headed by 
an individual over 65 years of age is likely to spend 
more than other families in the same income group. 
See The Taxation of Pensions and Annuities, a report 
on H. R. 2948 of the 79th Cong., 2d Sess., by the 
staff of the Joint Committee of Internal Revenue 
Taxation, 1946, pp. 19-20, 44-54. 
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tirement incomes other than social 
security and railroad retirement benefits. 

At the present time, the cost of the 
exemption for age is approximately 
$300 million and of the full medical 
deduction, $50 million. According to 
the official estimates, the retirement in- 
come credit costs $140 million,'* bring- 
ing the total cost of the special relief for 
the aged to about $500 million. This 
gradual shift in the tax burden to the 
younger age groups will become even 
more pronounced in the future because 
the proportion of elderly people in the 
population is rising. 

The tax credit for retirement income 
is another example of the type of pro- 
vision that becomes mandatory when 
favorable tax treatment is accorded to 
one group and denied to another simi- 
larly situated group. Since the enact- 
ment of the Social Security and Rail- 
road Retirement Acts, employee con- 
tributions for old-age insurance have 
been subject to income tax, but benefits 
have been exempt. Theoretically, this 
treatment would be sound if aggregate 
contributions over a lifetime paid for 
the benefits during old age. This does 
not occur, however, because benefits are 
financed to a much larger extent by 
contributions of employers and of the 
government. Although the ratio of an 
employee’s own contributions to his 
benefits is increasing, it is hardly likely 
to be very large even when the social 
security and railroad retirement systems 
mature. For those who are now benefi- 
ciaries from these programs, contribu- 
tions probably account for less than 10 


141 have not included the cost of the new annuity 
rule ($10 million) in this group of special relief pro- 
visions for the aged. This provision is intended to 
permit annuitants to recapture their capital contribu- 
tions during the period of their average life expect- 
ancy and, therefore, cannot be regarded as a special 
relief measure. 
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per cent of benefits on the average. In 
effect, therefore, the method of treating 
social security and railroad retirement 
contributions and benefits now amounts 
to virtual tax exemption. 

By contrast, up to this year recipients 
of pensions from other publicly ad- 
ministered retirement programs and 
from industrial pension plans have been 
fully taxable on the portion of their 
benefits which exceeds their contribu- 
tions. This discrimination was deeply 
resented by the taxable pensioners. The 
following quotation from a 1946 report 
of the Joint Committee on Internal 
Revenue Taxation describes the type of 
situation which provoked criticism: 


Probably the most vivid illustration of 
the point at issue is the postal clerk work- 
ing on a railway train. The train crew is 
covered by an annuity scheme bearing a 
considerable resemblance to the one set up 
for... postal clerks... . Yet when the 
postal clerk retires, his annuity payments 
are taxable . . . while those received by 
the retired members of the train crew are 
not taxable at all. Small wonder that 
the postal clerk feels that an extension of 
the exclusion enjoyed by the train crew 
is in order. His feeling is undoubtedly 
strengthened when he contemplates the 
exclusion granted to [certain] military 
pensions and retirement pay, which are 
also in a sense enjoyed by former Federal 
employees.'® 


There were only two ways to remedy 
this problem. The first, and most 
equitable, method from the standpoint 
of younger taxpayers would have been 
to revise the taxation of social security 
and railroad retirement benefits so as 
to parallel the treatment accorded to 
other pensions. However, this alterna- 
tive was clearly out of the question on 
practical political grounds. Accord- 


15 The Taxation of Pensions and Annuities, op. cit., 
p- 9. 
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ingly, it was necessary to turn to the 
second alternative, which was to enlarge 
the area of tax exemption to include 
retirement incomes other than social 
security and railroad retirement benefits. 
The method chosen was to allow a 
tax credit at the first bracket rate of 20 
per cent on the first $1,200 of “ retire- 
ment income.” The amount of retire- 
ment income subject to the credit is to 
be reduced by (a) any social security 
or railroad retirement benefits, military 
retirement pensions, or other nontaxable 
retirement pensions,’® and (b) any 
amount of earned income, including in- 
come from self-employment, in excess 
of $900 received by persons under 75 
years of age.’’ Retirement income is 
defined to include pensions and an- 
nuities, interest, rents, and dividends. 
Property incomes, as well as pensions 
and annuities, were included in retire- 
ment income to avoid discriminating 
against those who save and invest their 
own funds for retirement purposes. 
Qualifications for the new retirement 
income credit were modeled after the 
qualification tests under the social 
security system. An individual will be 
eligible for the credit if he is over 65 
years of age and earned at least $600 
in each of any 10 earlier years. A 
widow whose husband would qualify 
under the test is herself qualified.” 
Finally, the credit was extended to tax- 
payers under 65 who receive benefits 
under a public retirement system, but 
the retirement income for such tax- 
payers was defined to include only the 


16 Military disability pensions and workmen’s com- 
pensation payments were excluded from the receipts 
which are to be offset against retirement income. 


17 Thus, an individual with earnings in excess of 
$2,100 would receive no credit for his retirement 
income. 


18 Where a husband and wife meet this require- 
ment, each will qualify for the retirement credit. 
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pensions, annuities, and other retirement 
pay received from the public system. 

These limitations on, and qualifica- 
tions for, the credit are evidence that the 
Congress intended to follow the prece- 
dent set by the social security exemp- 
tion. However, it is doubtful whether 
further revenue losses can be avoided in 
view of at least three remaining prob- 
lems. In the first place, soon after the 
tax bill was signed, the Congress en- 
acted amendments to the social security 
and railroad retirement systems which 
increased the minimum earnings test 
from $900 to $1,200 and waived the 
earnings test entirely beginning at age 
72 instead of age 75.’ These amend- 
ments were not carried over into the 
retirement income credit, and it is quite 
unlikely that this can be avoided for 
more than a relatively short period. 
Second, there seems to be no justifica- 
tion for extending the credit to persons 
under 65 who receive benefits from 
public retirement systems and, at the 
same time, denying it to recipients of 
pensions from private plans. Third, as 
the scale of social security benefits in- 
creases over time, the $1,200 maximum 
limit on retirement income is also likely 
to increase. 

Perhaps the major advantage of the 
retirement income credit is that it con- 
tains the seeds of its own destruction. 
As a result of the recent amendments to 
the Social Security Act, coverage is now 
almost universal. With such coverage, 
it is to be expected that the number and 
average size of benefits will increase 
over the long run. Accordingly, most 
retired people will eventually receive 
exempt benefits which will reduce re- 
tirement income dollar for dollar. At 
some time in the distant future, average 


benefits will probably be as high as, or 


19 Public Law 761, approved September 1, 1954. 


as 
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higher than, $1,200 per year. If, in the 
meantime, the limit on the retirement 
income credit remains unchanged, it will 
have no value to the average taxpayer. 
However, it will be several decades at 
least before the retirement income credit 
becomes a vestigial appendage to the 
tax structure. 


EXEMPTIONS FOR DEPENDENTS 


Since 1944 there have been five tests 
for determining whether a taxpayer is 
eligible to claim an exemption for a 
dependent: (1) the individual claiming 
the exemption must provide more than 
one-half of the dependent’s support for 
the year; (2) the dependent’s gross in- 
come must be less than $600 for the 
year ($500 prior to 1949); (3) the de- 
pendent must be closely related to the 
individual who claims him as a depend- 
ent; (4) the dependent must be a 
citizen of the United States or a resident 
of the United States, Canada, or Mexico; 
and (5) the dependent cannot file a 
joint return with his spouse. 

As might be expected with a set of 
arbitrary rules, taxpayers have com- 
plained bitterly against practically all 
of them. Each individual has his own 
conception of what the definition of a 
dependent should be, and the border- 
line cases for which exemptions were 
denied caused considerable ill-feeling on 
the part of taxpayers. Congress made a 
substantial effort in the 1954 Code to 
satisfy the most reasonable complaints, 
at a cost of $85 million. The major 
changes were as follows: 


First, scholarships are to be ignored 
in determining whether or not the tax- 
payer provides over half the support of 
a child or stepchild. 


Second, where a group of two or 
more taxpayers contributes to the sup- 
port of a dependent but no one of them 
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contributes over one-half, they will be 
permitted to assign the exemption to 
any one member of the group. This 
will avoid the loss of an exemption in 
cases where, for example, two or more 
brothers and sisters share the expense of 
supporting their parents. 

Third, taxpayers will be permitted to 
claim exemptions for foster parents, 
foster children, and children awaiting 
adoption.” Under prior law, exemp- 
tions were denied in such cases because 
the dependent was not related to the 
taxpayer. 

Fourth, the new Code eliminates the 
$600 gross income test for determining 
the dependency status of children under 
19 years of age and of those over 19 
who are still attending school. Tax- 
payers will henceforth be permitted to 
claim exemption for their children so 
long as they provide more than one-half 
of their support. 

Only the last of these changes, which 
accounts for $75 million of the $85 
million loss, raises an important ques- 
tion of principle. This provision was 
designed to eliminate the “ notch” 
problem which occurred under prior 
law at the $600 gross income limit. 
The notch was caused by the fact that 
the moment a dependent’s income 
reached $600, the supporting taxpayer 
would lose a full exemption worth at 
least $120 in tax. In effect, the mar- 
ginal tax rate for a small range of the 
dependent’s income was in excess of 100 
per cent. Newspapers and the tax serv- 
ices never tired of cautioning taxpayers 
at the beginning of each summer to 
limit the income of their children to 
less than $600 during the summer vaca- 
tion in order to avoid the loss of their 


20 The method used was to add to the list of quali- 
fying relationships any individual who is a member 
of the taxpayer’s household and has his principal 
place of abode in the taxpayer’s home. 
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exemptions. The effect was to create a In total, two exemptions would be 
good deal of resentment on the part of claimed on account of the son.*’ By 


taxpayers and, in an_ indeterminate 
number of cases, to discourage further 
work by individuals who had the op- 
portunity to earn somewhat more than 
$600. 

The solution to this problem in the 
1954 Code is about as simple as any that 
could be devised under the circum- 
stances. ‘Three other possibilities had 
been suggested previously: (a) increase 
the gross income limitation from $600 
to, say, $1,000; (b) include the de- 
pendent’s income in the taxpayer’s re- 
turn, or (c) include in the taxpayer’s 
return that portion of the dependent’s 
income which exceeds $600. The first 
alternative was undesirable because it 
simply shifted the notch to a higher 
level; the other two were probably con- 
sidered too complicated for both the 
taxpayer and his dependent. Elimina- 
tion of the $600 gross income require- 
ment has the advantage of simplicity 
in that it will not require the taxpayer 
to account for his child’s income. In 
addition, it accords with what most tax- 
payers would regard as equity in this 
matter, since the average parent feels 
that he deserves an exemption for his 
child even if the latter earns more than 
$600 during a summer vacation. 

The difficulty with this solution is 
that, in effect, it increases the exemp- 
tion from $600 to $1,200 for those who 
are least entitled to it. For example, 
suppose an individual provides more 
than half the support of his son who is 
attending college. Suppose further that 
the son earns $1,000 during the year. 
Under the 1954 Code, the father is 
granted an exemption for his son, and 
the son is also allowed to claim an ex- 
emption for himself on his own return. 


contrast, if the son has no income, only 
one exemption would be allowed. More- 
over, it might be noted that the double 
benefit is compounded every time the 
exemption is raised. For every $100 
increase in the per capita exemption, 
the exemption for dependent children 
earning more than $600 will be raised 
by $200. 

Another deficiency in this solution is 
that the notch problem still remains in 
the case of dependents other than 
children. Based on past experience, it 
is almost certain that taxpayers who 
provide more than half the support of 
other relatives earning more than $600 
will soon be demanding equal treatment. 


THE HEAD-OF-HOUSEHOLD PROVISION 


The changes made in the head-of- 
household provision by the 1954 Code 
were relatively unimportant, but the 
subject warrants critical discussion be- 
cause the present state of affairs is far 
from satisfactory. 

This curious provision was enacted to 
mitigate the harsh treatment accorded 
to widows, widowers, and other single 
persons with family responsibilities un- 
der income splitting. The problem it 
was designed to alleviate may be illus- 
trated by the following example: As- 
sume two executives, each with a wife 
and two children, have identical homes. 
They receive the same incomes and, in 


21 In extreme cases, a $1,200 exeraption would be 
granted if the son has a very high income. For 
example, if the son has an income of $10,000 from 
a trust, the father would still be allowed to claim the 
son as an exemption if he can prove that he supplied 
the funds actually spent for his support. This will 
increase the incentive, which is already substantial 
under the present law, for parents to transfer income- 
earning assets to their children. So long as the trans- 
ferred income remains untouched, the parent will be 
permitted to claim his children’s exemptions. 
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general, spend their incomes in sub- 
stantially the same manner. Now, sup- 
pose that the wife of one of the execu- 
tives dies. In the following year, he is 
required to pay much higher taxes than 
his neighbor—even though he must in- 
cur even larger expenses to run the 
household than when his wife was alive 
—because he is automatically denied the 
benefits of income splitting by virtue 
of his status as a single person. If his 
income is $25,000, the tax increase 
(under present rates and assuming he 
elects the standard deduction) is 
$2,610, or over 43 per cent. The loss 
of an exemption is worth only $324 in 
tax at this level so that income splitting 
accounts for $2,286 of the tax increase. 
The tax penalty due to the denial of 
income splitting rises to a maximum of 
$25,180 at the highest income levels. 


In the rush to adopt income splitting 
in 1948, this problem was scarcely 
mentioned. The only reference to it 
that I have been able to locate is in the 
Treasury study on family income which 
was published a year before the 1948 
Act was enacted. After pointing out 
that income splitting would produce 
substantial differences in tax burdens 
between high-income married couples 
and single heads of families, the study 
cautiously concluded that “it may be 
necessary to consider in conjunction 
with a split-income plan the case for 
granting certain heads of families the 
tax equivalent of equal division of in- 
come in order to place them on a com- 
parable basis with married couples.” 
The warning was disregarded, and the 
1948 Act contained no special provision 
for heads of families. However, as soon 
as the rates for middle- and _ high- 

22 Division of Tax Research, Treasury Department, 


The Tax Treatment of Family Income, June, 1947 
(Mimeograph, Press Service No. $-370). 
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bracket single persons were raised above 
the World War II levels in 1951, Con- 
gress was forced to act. The result was 
a compromise measure which was prob- 
ably intended as a stopgap until a better 
solution could be found. 

As originally enacted, the provision 
set up a category of unmarried tax- 
payers, called “ heads of households,” 
who were permitted to compute their 
tax liabilities on the basis of a special 
rate schedule which gives them half the 
advantage of income splitting. A head 
of household was defined as a single 
person who “ maintains as his home a 
household which constitutes . . . the 
principal place of abode” for an un- 
married child or grandchild (whether 
or not they qualify as dependents), or 
any other person who is a dependent for 
tax purposes.*® 

The provision was clearly defective 
in several respects. In the first place, 
it did not really solve the problem which 
it was designed to cure. True, the 
widow or widower with small children 
receives a portion of the benefits of in- 
come splitting, but it is only half a loaf. 
Second, the fact that a dependent may 
not be able, or willing, to live in the 
home of the taxpayer may increase, 
rather than decrease, the expenses of 
supporting him, yet the taxpayer is 
denied half the benefits of income split- 
ting because of the “ place of abode” 
requirement. Third, a taxpayer is en- 
titled to the benefits of the provision 
even though the child or grandchild 
who makes him eligible for it is self- 
supporting. In extreme cases, the com- 
bined tax liability of the taxpayer and 
the child may be less than the tax of a 
married couple having the same total 
income. Fourth, and by no means least 


23 Section 12(b) (3), Internal Revenue Code of 
1939, 
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important, the provision adds several 
columns to the simplified tax table, 
thereby making it unwieldy, and con- 
fuses millions of taxpayers by con- 
fronting them with a choice between 
two rate schedules. 

The House version of the 1954 Code 
made a frontal attack on all of these 
problems. It substituted a new cate- 
gory of taxpayers—heads of families— 
for the old heads of households. Heads 
of families would have been permitted 
to split their incomes for tax purposes, 
as if they were married. In this way, 
the complaints of the widows and 
widowers would have been quieted and, 
at the same time, the separate rate 
schedule would have been eliminated. 
In addition, the dependent giving the 
taxpayer head of family status would 
not have been required to live in his 
household. On the other hand, the tax- 


payer would have been required to sup- 
port the dependent giving him head of 
family status, thus eliminating the 
bonus to those who happened to live 
with self-supporting children or grand- 


children. Only taxpayers supporting 
parents, children, grandchildren, and 
brothers and sisters would have been 
eligible, presumably to limit the benefits 
to the most deserving cases. 

The Senate Finance Committee dis- 
agreed with the House and restored the 
old head-of-household provision. In the 
end, only two minor amendments were 
adopted: First, widows and widowers 
with dependent children were permitted 
to split their incomes for two years 
after the death of their spouse. There- 
after, they would revert to the head-of- 
household status and use the special rate 
schedule which provides only half the 
benefits of income splitting. Second, 
single persons who support one or more 
parents in a separate home will be eligi- 
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ble for half the benefits of income split- 
ting. These changes are only of token 
significance, and they are clearly inade- 
quate to deal with the deficiencies of 
the head-of-household provision dis- 
cussed above. An incidental advantage 
is that the revenue loss was cut down 
from an estimated $50 million per year 
to $10 million. 

Basically, the difficulty arises because 
we have not yet faced the real problem 
posed by income splitting. Prior to the 
action in 1948, there was considerable 
debate between those who favored 
mandatory joint returns and those who 
argued for income splitting. The major 
issue was whether tax liabilities of mar- 
ried taxpayers in the middle-income 
brackets should be raised or lowered, 
but much of the public debate centered 
around the question of whether a 
married couple should be treated as a 
single taxpaying unit or two units, each 
with half the combined income of the 
couple. 

This question was never resolved 
directly, because income splitting was 
forced on the Congress by the com- 
munity-property movement among the 
states. In fact, however, income split- 
ting treats the married couple as one 
taxpaying unit because it is granted 
only to couples filing joint returns, 
while those who file separate returns 
receive no better treatment. Accord- 
ingly, the only difference between the 
old mandatory joint return proposal and 
income splitting, as they apply to mar- 
ried couples, is a matter of rates. The 
effect of mandatory joint returns could 
easily be duplicated, without restoring 
the old inequality between community- 
and noncommunity-property states, by 
retaining income splitting and halving 
the brackets for married persons who 
file joint returns. Conversely, the effect 
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of income splitting could be duplicated 
under mandatory joint returns by 
doubling the width of the present law 
brackets.”* 

Thus, the distribution of the tax 
burden among married couples can be 
made identical under income splitting 
and mandatory joint returns, given con- 
sistent rate schedules. The only re- 
maining problem is the relationship be- 
tween the tax liabilities of married 
couples and single persons. It is this 
problem which lies behind our diffi- 
culties with the head-of-household pro- 
vision. 

The tax paid by a married couple 
under income splitting is twice the tax 
paid by a single person with half the 
combined income of the couple. Most 


people probably regarded this tax re- 
lationship as fairly equitable. However, 
by concentrating attention on the rela- 
tive tax burdens of single persons and 


married couples at different income 
levels, the disparity in tax burdens at 
the same income levels was disregarded. 
It is true that income splitting provides 
what appears to be a sensible relation- 
ship between the tax liabilities of a 
single person with income of, say, 
$12,500 and a married couple with a 
$25,000 income. At the same time, it 


24 The technique that might be used may be illus- 
trated as follows. Suppose a married couple has a 
combined taxable income of $4,000. Under manda- 
tory joint returns, the following rates would apply: 

Under $2,000 

$2,000- 4,000 
The tax would be $840. Under income splitting, the 
couple would halve its income and then apply the 
following rates to each half: 

Under $1,000 20 per cent 

$1,000- 2,000 22 per cent 
The tax on each half would be $420, and the total 
tax would be $840, the same as the mandatory joint 
return tax. If the couple lived in 2 community- 
property state and elected to file separate returns, 
each spouse would be required to use this rate sched- 
ule without splitting, giving the same total tax of 
$840. 


20 per cent 
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widened the spread very substantially 
between the taxes paid by a married 
couple and a single person, both with 
incomes of $25,000. 

This disparity in tax burdens of single 
and married people might have survived 
if the marital status of an individual 
provided an adequate basis for making 
a distinction in taxpaying capacity, 
amounting to thousands of dollars in 
many cases. The example of the two 
executives previously cited indicates 
how inequitable such a distinction can 
be. Even under the pre-1944 law, Con- 
gress was required to raise the exemp- 
tion of single persons with dependent 
children to that of a married person for 
the reason that there seemed to be little 
ground for differentiating between the 
two groups.” This should have been 
a clue that income splitting, which pro- 
vides far more in tax benefits than the 
old exemption, would soon be under 
attack for the same reason. 

Under the circumstances, the pro- 
visions in the House bill would have 
been preferable to the final action taken 
in the 1954 Code. However, the House 
bill did not go far enough. It would 
have extended full income splitting only 
to single taxpayers who _ support 
children, grandchildren, parents, or 
brothers and sisters. But it would have 
denied income splitting to single persons 
who support other relatives. In effect, 
the House bill relied on a relationship 
test to distinguish taxpaying ability in- 
stead of marital status, and the new 
test would have been equally subject to 
criticism. For example, a widower sup- 
porting his own child would have ob- 
tained the advantages of income split- 
ting, but his neighbor who supports his 
niece would not. 


25 The need for the special exemption for heads of 
families was eliminated by adoption of per capita 
exemptions in 1944. 
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The case of the widow or widower 
who finds his tax liability increased sub- 
stantially the year after his spouse dies 
merely dramatized a problem which ap- 
plies in numerous other cases. As a 
matter of fact, the widow or widower 
with children is in the minority in the 
income brackets where income splitting 
counts. In 1946, the only year for 
which such data are available, single 
persons with adjusted gross incomes 
above $5,000 claimed 178,000 exemp- 
tions for dependents. Only 73,000 of 
these dependents, or 41 per cent, were 
children.” It is impossible to deter- 
mine how many of the remaining de- 
pendents were grandchildren, parents, 
brothers or sisters of the taxpayers, but 
it seems clear that a substantial propor- 
tion of single persons with family re- 
sponsibilities would have been denied 


income splitting under the relationship 


test of the House bill. Since the re- 
lationship test is inadequate, it would 
be more equitable to grant income split- 
ting to all single persons with depend- 
ents. 

If this step were taken, very few tax- 
payers would remain subject to the 
nominal rates without splitting. In 
1949, for example, there were 536,000 
single persons with adjusted gross in- 
come of $5,000 or more. Of these, 
151,000 claimed more than one exemp- 
tion, indicating that they provided half 
the support of at least one close relative 
with income of less than $600.77 The 
remaining 385,000, or about 0.6 per- 
cent of the total number of taxpayers 


26 Statistics of Income for 1946 (U. S. Bureau of 
Internal Revenue, Washington, D. C.), Part 1, Table 
7, p. 149. 

27 Statistics of Income for 1949 (U. S. Bureau of 
Internal Revenue, Washington, D. C.), Part 1, Table 
9, pp. 146-53. 
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with incomes above $5,000,”% would 
continue to compute their tax without 
splitting, if the House bill were adopted 
with the modification that a single per- 
son with any dependent, regardless of 
relationship, would be allowed to split 
his income for tax purposes. 

In view of this very small number 
of single persons who should logically 
remain outside the scope of the income- 
splitting provision, the question might 
be raised whether this remnant of in- 
come splitting should be retained at all. 
If, as indicated above, the present dis- 
‘tinction between single and married 
persons is untenable, a similar distinc- 
tion between single persons with and 
without dependents would be equally 
untenable for two reasons. First, in- 
come splitting would place a high 
premium on a dependent, and single 
persons would be induced to “ pur- 
chase” dependents in order to obtain 
this premium. While this may prove to 
be rather difficult in view of the numer- 
ous tests for determining a dependent, 
it would be undesirable to have such a 
premium in the law. Second, and more 
important, there appears to be no logi- 
cal basis for differentiating between tax- 
payers with equal incomes except on the 
basis of exemptions and deductions. In- 
come splitting may be an excellent de- 
vice to avoid geographic inequalities in 
tax burdens due to differences in local 
property laws, but it is unacceptable as 
a method of allocating tax burdens be- 
tween single and married persons, or be- 
tween persons with dependents and 
those without. 

Under the circumstances, it would 
seem to be desirable to extend the rate 


28 The number of returns above $5,000 has in- 
creased since 1939, but the proportion cited above 
has probably not changed significantly. 
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reductions provided by income splitting 
to all taxpayers. This would permit us 
to do away with a rate structure which, 
in some brackets, appears to be as much 
as 40 per cent more burdensome than it 
actually is.” It would also disclose the 
fact that graduation progresses by 
$4,000 brackets at the lower end of the 
income scale and not by the $2,000 
brackets now used by taxpayers in com- 
puting their annual tax liabilities. 
Finally, as already indicated, it would 
not restore the old inequality between 
residents of community- and noncom- 
munity-property states. Unfortunately, 
this proposal would require two single 
persons with separate incomes to pay 
more tax after they are married than 
before. This criticism is not very 


significant, but it would probably be 
fatal, nonetheless. 


DECLARATIONS OF ESTIMATED TAX 


Declarations of estimated tax were 
introduced in 1944 as a counterpart to 
the withholding system which applies 
only to wages and salaries. Under the 
withholding system, recipients of wages 
and salaries have their tax deducted cur- 
rently from their pay checks at the 
first bracket rate. Taxpayers with 
wages and salaries subject to higher 
bracket rates or with other income not 
subject to withholding use the declara- 
tion system to pay their tax on a current 
basis. 

Under the old law, taxpayers were 
required to file a declaration if they ex- 


29 By extending splitting to all taxpayers, it would 
be possible to eliminate all of the unnecessary arith- 
metic required under present law by simply doubling 
the width of all brackets. For the few married 
couples who persisted in filing separate returns, the 
same schedule could be used if they were required 
to double their income and then halve the resulting 
tax. 
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pected to have (a) wages or salaries of 
more than $4,500 plus $600 for each 
exemption,” or (b) more than $100 
from other sources, provided their total 
income was no more than $600. Tax- 
payers were expected to prepay at least 
80 per cent (66-2/3 per cent for farm- 
ers) of their total tax liability through 
withholding or declaration payments in 
four quarterly installments.”* 

Since the declaration system is based 
on estimates of future income, both 
compliance and enforcement have been 
difficult. From the taxpayer’s stand- 
point, estimates of uncertain and vola- 
tile incomes are no more than guesses. 
Conscientious taxpayers did the best 
they could under the circumstances; 
those who were not conscientious took 
advantage of the liberal requirements to 
defer payment of most of the estimated 
tax until the last minute. The Internal 
Revenue Service did not have the proper 
legislative authority to enforce the 
declaration system properly, because it 
was virtually impossible to impose the 
penalties under the conditions provided 
by the law. 

Despite these difficulties, substantial 


80 The $4,500 requirement was set at $500 above 
$4,000 (the top limit of the first taxable income 
bracket for married persons, after taking account of 
income splitting) to allow approximately for the 
standard deduction. 


31 Under the old law, declarations were due March 
15, June 15, and September 15 of the current year 
and January 15 of the succeeding year. The last 
declaration was waived if a final return was filed by 
January 15. The 1954 Code moved the first install- 
ment date from March 15 to April 15, the new date 
on which final returns are to be filed. In addition, 
taxpayers (other than farmers) will not be required 
to pay the January 15 installment if they file a final 
return by January 31. Farmers were permitted to 
avoid declaration payments entirely if they file a final 
return by February 15. 


82 The penalties could not be imposed if noncom- 
pliance was due to a “ reasonable” cause and not to 
willful neglect. 
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amounts of tax have been prepaid 
through the declaration system. Data 
from Statistics of Income indicate that 
in recent years about 5 million tax- 
payers paid some tax on declarations. 
These payments varied from between 
$4.7 billion and $6.6 billion annually in 
the period 1944-1951, or about one- 
third of total tax liabilities.** Consider- 
ing the practical difficulties of enforce- 
ment, the compliance of the average 
taxpayer seems to have been at a rela- 
tively high level. 

There were, nonetheless, several valid 
criticisms of the old declaration system. 
First, many taxpayers did not under- 
stand the filing requirements and were 
unintentionally violating the law. 
Second, because the filing requirements 
were geared to match the estimated tax 
with final tax liability, over a million 
declarations were filed by taxpayers who 


either had no payments or very small 
payments to make. Many unnecessary 
declarations were also filed because there 
was an allowance of only one exemption 
in the filing requirement for taxpayers 
with more than $100 of income other 


than wages and salaries. Third, the 
penalties were complex and severe, 
amounting in some cases to a theoretical 
15 per cent of the estimated tax due. 
Perhaps more important, no penalty 
was levied against taxpayers who de- 
liberately underestimated their tax on 
March 15 and corrected their estimates 
by January 15 of the following year. 
Fourth, the system was unfair to tax- 
payers who expected to receive most of 
their income in the latter part of the 
year. 

To correct these deficiencies, it was 
first: necessary to revise the filing re- 


83 These figures overestimate the proportion of tax 
actually paid currently, because they include amounts 
deferred by farmers and other taxpayers until Janu- 
ary 15. 
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quirements. Under the new Code, in 
the case of taxpayers with no more than 
$100 of gross income from sources other 
than wages and salaries, single individ- 
uals with expected gross incomes of 
$5,000 or more and married persons 
with expected gross incomes of $10,000 
or more will be required to file declara- 
tions. Individuals with more than $100 
of income not subject to withholding 
will be required to file declarations if 
their gross income is expected to exceed 
$400 plus $600 per exemption. Both 
rules are arbitrary, but they will 
eliminate most of the unnecessary 
declarations which had been filed pre- 
viously, Assuming correct estimates of 
income, few taxpayers will be required 
to pay as much as $75 in tax with their 
final returns if their income is just be- 
low the new filing requirement, and the 
vast majority will be required to pay 
less than $50. 

The new Code also changed both the 
philosophy and the method of comput- 
ing the charges for underestimates or 
nonpayment of estimated tax. Where- 
as the charges were formerly in the 
nature of penalties, the taxpayer will 
now be required to pay only an interest 
charge at 6 per cent for delaying pay- 
ment of tax. In general, this interest 
charge will be imposed on the difference 
between (a) the installment payment 
made by the taxpayer, and (b) 70 per 
cent (66-2/3 per cent for farmers) of 
the quarterly installment due on the 
basis of the tax shown on the final re- 
turn (less the amount of tax withheld). 
This is a substantial departure from 
prior law, which (theoretically) levied 
penalties on the entire underpayment 
when the taxpayer paid less than 80 
per cent of the total tax through with- 
holding or declaration payments. 

In addition to the lower amount that 
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must be paid currently, the new law 
makes liberal allowances for the un- 
certainty of income and for the possi- 
bility that incomes will not be dis- 
tributed equally throughout the year. 
Under the new rules, the interest charge 
will be waived with respect to any in- 
stallment if the total amount of tax 
paid by that date is not less than (a) 
the tax based on the previous year’s 
income with current rates and exemp- 
tions; (b) the previous year’s tax; (c) 
70 per cent (66-2/3 per cent in the case 
of farmers) of the tax computed by 
annualizing the income received before 
the month in which the installment is 
due; or (d) 90 per cent of the tax on 
the actual income received before the 
month in which the installment is due. 
The first of these “ escape values” was 
borrowed from the old law. The re- 
maining three are entirely new and, of 
these three, the latter two are the most 
important. The 70 per cent rule was 
designed to correct the old complaint 
that the declaration system was unfair 
to taxpayers who expect to receive most 
of their income in the latter part of the 
year.** The 90 per cent rule was de- 
signed to avoid being unfair to tax- 
payers who receive most of their income 
in the early part of the year.*° 

It is clear that the new interest com- 
putation and the escape valves were at- 
tempts to give the benefit of the doubt 
to the taxpayer. However, in doing so, 
the entire declaration system has been 
weakened unnecessarily. Taxpayers not 
subject to withholding are now invited 
to pay only 70 per cent of their tax 
currently. Moreover, even if they pay 
less than 70 per cent, no interest will 
be charged on that portion of the un- 

34 Report of the Ways and Means Committee, op. 
cit., p. 101. 


35 Report of the Finance Committee, op. cit., pp. 
136-137. 
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derpayment which is 30 per cent of the 
final liability. As a result, there is in 
effect a very substantial incentive—and 
little penalty—for the taxpayer to set 
his estimate at a very low figure. The 
terms he would get from the govern- 
ment for the “loan” of his tax could 
hardly be matched by private lending 
sources. For example, a taxpayer with 
a final liability of $40,000 who pays a 
total of $20,000 in equal installments 
will be required to pay a charge of 
$319.24 for the underpayment, or 
about 3.2 per cent of the average loan of 
$10,000 which was outstanding during 
the year.*° 

Arother result of the 70 per cent rule 
is that, for most people receiving wages 
or salaries, the tax withheld will be ade- 
quate to cover more than 70 per cent of 
the final tax. Under present rates, the 
breaking point at which withholding 
would account for 70 per cent of final 
liabilities is about $13,500 of adjusted 
gross income for single persons, $27,000 
for married persons with no dependents, 
and $28,500 for married couples with 
two dependents (assuming the taxpayer 
elects the standard deduction). Thus, 
few recipients of wages and salaries will 
incur additional charges for not filing 
declarations even if their incomes exceed 
the new filing requirements. 


The 90 per cent rule provides even 
further opportunities for reducing and 


delaying declaration payments. This 
rule eliminates the effect of the pro- 
gressive rates on incomes received after 
the month in which the installment is 
due. It would operate fairly if it could 
be used as an escape valve only by tax- 
payers whose incomes are concentrated 
in the early months of the year. How- 
ever, taxpayers will be able to fall back 


36 The steps in the derivation of this charge are 
given in the Report of the Ways and Means Com- 
mittee, op. cit., p. 39. 
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on any one of the escape valves to 
avoid additional charges on any of the 
four quarterly installments. In prac- 
tice, therefore, taxpayers will be guided 
by the 90 per cent rule in the early part 
of the year and by the 70 per cent rule 
in the latter part. In no case will it be 
necessary to pay more than 70 per cent 
of the final tax by the end of the year, 
and it will also be possible to defer well 
over half of total current payments un- 
til the last two installment dates.*” 

It is unfortunate that these oppor- 
tunities for reducing and delaying 
declaration payments crept into the re- 
vised declaration system, since most of 
the changes were constructive steps 
toward simplification and greater equity. 
The problems which remain can be 
remedied rather easily. First, considera- 
tion should be given to restoring the old 
80 per cent test in computing charges 
for underpayments, in order to avoid 
exempting too many high-salaried tax- 
payers. Second, the interest charges 
should be computed on the basis of the 
entire amount of the taxpayer’s under- 
payment through declarations and with- 
holding rather than on the amount 
which falls short of 70 per cent (80 per 
cent if the first suggestion is adopted) 
of his final liability. The purpose of 
this change would be to restore some 
penalty on substantial underestimates, 
although it would be relatively small 
and would apply to very few taxpayers 
in any case.** Third, it would be de- 


37 For example, a married person with no depend- 
ents, having a steady income of $5,000 per month, 
will satisfy the new requirements if, assuming he 
elects the standard deduction, he pays 11 per cent of 
his final tax on April 15, 12 per cent on June 15, 
29 per cent on September 15, and 18 percent on 
January 15 of the following year. 


381c has been argued that this penalty would 
introduce a type of “ notch” which allows taxpayers 
who just meet the requirements to avoid the penalty 
entirely and subjects those who just fail to meet them 
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sirable to eliminate the 90 per cent rule 
entirely. The three escape valves which 
remain (i.¢., last year’s tax, the tax 
based on last year’s income and the cur- 
rent year’s rates and exemptions, and 
70 per cent of the tax based on the an- 
nualized income received to date) are 
liberal enough to permit taxpayers with 
the most uncertain and irregular pat- 
terns of income to avoid the new in- 
terest charges. If it is deemed absolu- 
tely essential to have some escape valve 
for taxpayers who expect to receive 
most of their income in the early part 
of the year, taxpayers might be per- 
mitted to base their declaration pay- 
ments on income received in the twelve 
months prior to the installment date. 

The deficiencies of the new declara- 
tion system cannot be treated lightly 
under present circumstances. Most in- 
come taxpayers discharge their tax lia- 
bilities currently through withholding 
and, in fact, over 30 million wage 
earners actually overpay their tax in the 
current year because it is impractical to 
allow for changes in exemptions, de- 
ductions, and employment status dur- 
ing the year. The new declaration sys- 
tem, which applies mainly to the highest 
income recipients, overcorrects in the 
other direction. If high income tax- 
payers begin to take advantage of the 
new opportunities afforded them, wage 
earners will rightfully complain that 
they are being subject to discrimination. 
Should these complaints result in a 
weakening of the withholding system, 
the entire current payment system 
would be endangered. 


CONCLUSION 


The actions taken in this year’s Code 





to a penalty on the entire deficiency. However, in 
view of the very liberal escape provisions, there ought 
to be some provision which will induce taxpayers to 
make more realistic estimates of their final tax. 
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reflect in large measure the pent-up de- 
mand for tax revision which had ac- 
cumulated over a 15-year period. Be- 
ginning in 1939, about a dozen major 
tax bills were enacted and, with only 
two exceptions (the 1945 and 1948 
Acts), these measures increased taxes. 
Throughout this period the urgent need 
for revenues precluded any wide-scale 
attempt to satisfy the accumulated 
grievances. 

It is well to remember, however, that 
revenue needs are still very large, and 
Congress could have used the old defense 
against tax revision last year if it had 
been inclined to do so. Instead, tax- 


payers were invited to submit their sug- 
gestions, and Congressional leaders as- 
sured the public that these suggestions 
would not go unheeded. The new Code, 
therefore, reflects not only a difference 
in budget requirements but also a 
difference in philosophy toward tax re- 


vision. Whereas formerly it was felt 
that the granting of relief to one or a 
few groups would precipitate a costly 
avalanche of concessions, this year’s 
Congress apparently tackled the job of 
tax revision with confidence that the 
cost could be kept within reasonable 
limits. 

It is impossible to judge so soon 
whether this confidence is justified. It 
is indeed remarkable that the cost of 
the individual income tax revisions (ex- 
clusive of the depreciation and dividend 
provisions) was held to a half billion 
dollars on the first round. However, 
as the preceding discussion has indicated, 
Congress will find it difficult in the 
future to resist enlarging the scope of 
several of the revisions made this year, 
so that the immediate revenue loss is 
not a fair measure of their cost. Un- 
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fortunately, it is impossible to predict 
what the ultimate cost will be. 

As matters now stand, the contribu- 
tion of these revisions to income tax 
equity varies greatly. The changes in 
the medical expense deduction and the 
new deduction for child care expenses 
are clearly in the nature of improve- 
ments. The retirement income credit 
and the deduction for interest on in- 
stallment contracts improve equity 
among one group of taxpayers but ag- 
gravate an existing inequity between 
these groups and others. The costliest 
change in the definition of a dependent 
(i.e., the elimination of the $600 gross 
income requirement for dependents) in- 
creases the exemptions of those who are 
least entitled to it. The head-of-house- 
hold provision is still unsatisfactory, and 
several of the new rules relating to 
declaration payments are much too 
liberal. 

A more positive appraisal can be 
made with regard to problems of ad- 
ministration and compliance. Whereas 
the objective was simplification, the net 
result of these changes has been to make 
administration and compliance much 
more difficult than in the past. The 
new dividend and retirement income 
credits, the change in the treatment of 
drugs and medicines under the medical 
expense deduction, and the method of 
computing the additional 10 per cent 
allowance for charitable contributions 
will make the income tax form (Form 
1040) more rather than less compli- 
cated, and enforcement problems will 
increase correspondingly. A comparison 
of Form 1040 for the year 1954 with 
the first Form 1040 produced after the 
enactment of the 1944 Act will un- 
doubtedly reveal that we have strayed 
a long way from simplification. 





THE DIVIDEND EXCLUSION AND CREDIT IN 
THE REVENUE CODE OF 1954 


CARL S$. SHOUP * 


THE Four Periops SINCE 1913 


A‘ least three periods can be distin- 
guished in the attitude of Congress 
toward the problem commonly referred 
to as “ double taxation” of corporate 
dividends, since the introduction of the 
federal individual income tax in 1913; 
and, if the Revenue Code of 1954 truly 
reflects another change, we are at the 
start of a fourth period. 

In the first period, lasting through the 
income year 1918, the individual normal 
tax rate was the same as the corporation 
income tax rate, except for the income 
year 1917, when the former was 4 per 
cent, the latter 6 per cent; and divi- 
dends were exempt from the individual 
normal tax. Under the pressure of war 
finance, both rates were moved up from 
1 per cent in 1913 to 12 per cent in 
1918.’ Evidently the corporate tax was 
regarded as a sort of advance payment 
of the individual normal tax on dis- 
tributed profits. 

Starting with incomes for 1919, when 
a period of general tax reduction super- 
vened, Congress set the corporation tax 
rate somewhat above the individual nor- 
mal tax rate: 10 per cent and 8 per cent” 
respectively. For nearly two decades 
this practice was followed. We might 
read into this action a recognition of the 
fact that precise equality of rates does 
not in this case give precise equality of 


* The author is Professor of Economics at Colum- 
bia University. 


1The normal rate was only 6 per cent on the 
first $4,000. 


2 Four per cent on the first $4,000. 


treatment but rather favors the corpo- 
rate type of income, since that part of 
the corporate income taken in corporate 
tax does not (under American practice) 
appear as a part of the individual’s 
dividend income, and hence escapes in- 
dividual surtax. The evidence, how- 
ever, is that the spread between the rates 
developed, instead, because during the 
1920’s Congress was repealing certain 
other taxes on corporations, notably the 
excess profits tax and the capital stock 
tax, and for this reason felt justified in 
slowing down the rate of reduction of 
the corporation income tax.* There was 
also the argument that corporations, en- 
joying special privileges, should pay extra 
tax." The problem of undistributed 
profits tax was not entirely ignored; such 
a tax was proposed once by the House 
of Representatives (rejected by the 
Senate) ,° and once by the Senate (re- 
jected by the House) .° 

By 1929 the individual normal tax 
rate had been allowed to sink substan- 
tially below the corporation income tax 
rate. The normal rate was now a three- 
step scale: 2 of 1 per cent on the first 
$4,000; 2 per cent on the next $4,000; 
and 4 per cent on the balance over 
$8,000. The corporation income tax 
rate was 11 per cent. 

By 1936, with the repeal of all ex- 

3 See committee reports in Internal Revenue Bulletin, 
Cumulative Bulletin 1939-1941 (Part 2), January- 


June 1939, “ Committee Reports,” pp. 182, 194, 271, 
338. 


4 Ibid., p. 386. 
5 Ibid., p. 139. 
6 Ibid., p. 305. 
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emption of dividends from the individ- 
ual income tax, the third point of view 
was in full effect: corporation income 
was purposely subjected to double tax- 
ation, or more accurately, to extra 
taxation, at least insofar as it was dis- 
tributed to shareholders. Congress at 
this time was much more concerned over 
the escape of undistributed profits from 
full taxation than it was over extra tax- 
ation of distributed profits; indeed there 
is some evidence that the extra taxation 
was almost a by-product of the con- 
fusion that arose over the issue of taxing 
undistributed profits.’ 

During the next two decades, busi- 
ness activity and, with it, corporate 
profits increased to unexpected heights, 
and so did the corporate income tax 
rate: from 15 percent in 1936-1937 
(not including the undistributed profits 
tax) to the current rate of 52 per cent 
—the highest standard corporation in- 
come tax in the world, so far as I know. 
Dividends remained fully subject to tax. 
Undistributed profits, after 1939, paid 
no special tax at all (except in a few 
special cases like those of the old Section 
102) and were in fact favored more and 
more, indirectly, as the taxation of 
capital gains was steadily lightened rela- 
tive to other taxable income. Thus by 
1954 the main objective of the 1936 re- 
form had been lost sight of completely, 
and the by-product (if such it was) had 
become the chief feature of the taxation 
of corporate profits. 

In passing, we may note that the 
United States was not alone in adopting 
this attitude toward corporate profits. 
British taxation of corporate income, 
once a pure withholding process, became 
imbued in the late 1930’s with elements 
of impersonal income taxation by the 
introduction of a new tax on corporate 


7 [bid., pp. 679-680. 
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income, for which no allowance is made 
in the individual income tax;* and 
France, in 1949, instituted a separate 
corporation income tax for which no 
allowance is made to stockholders.° 
However, this change was more one of 
form than substance, for under the old 
law corporate profits were subject to 
one of the schedular taxes, and divi- 
dends were taxed in the hands of in- 


dividual shareholders. 


The Revenue Code of 1954, in its 
dividend provisions, reflects a continued 
concentration of attention on distrib- 
uted profits, this time with a view to 
reducing the extra taxation, and a con- 
tinuance, too, of the practice of keeping 
the problem of undertaxation or extra 
taxation of undistributed profits well 
out of sight, if not out of mind. Two 
forms of relief are given to the individ- 
ual recipient of dividends from taxable 
domestic corporations. First, in com- 
puting his net taxable income, he may 
exclude up to $50 of dividend income in 
any taxable year ending after July 31, 
1954 (married couples filing a joint re- 
turn will be able to exclude $100 a year 
if husband and wife each has $50 of 
dividend income). Secondly, after com- 
puting the tax due on his total income 
(excluding of course the amount of 
dividends just mentioned) , the taxpayer 
can deduct from this tax a “ credit” 
equal to 4 per cent of any dividends, in 
excess of the exclusion, received after 
July 31, 1954. However, the credit 
cannot be more than 2 per cent of total 
taxable income in 1954 and 4 per cent 
in later years. 


8 The National Defence Contribution was imposed 
in 1937; it became the Profits Tax in 1947. Ursula 
K. Hicks, British Public Finances (Oxford, 1954), 
p. 85. 

® Henry Laufenburger, Economie du Systeme Fiscal 
Francais National et Local (Paris, 1954), pp. 210 ff., 
222. 
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The combined exclusion and credit 
will affect some 7 million taxpayers and 
will save them about $204 million in the 
current fiscal year, and close to $350 
million a year in later years.’® 


Wuart Procress TOWARDS THE 
GOALS? 


We may examine the 1954 provisions 
in the light of the goals towards which 
they are directed. We may expect to 
find that these measures, like almost any 
tax device, are somewhat imperfect; 
moreover, the present modest provisions 
are clearly only a beginning in the eyes 
of their proponents. We must there- 
fore inquire whether these provisions are 
capable of being extended and strength- 
ened, without undue magnification of 
defects relative to achievement—all still 
in terms of the goals set by the sup- 
porters of the measure. Consistently 
with what seems to be the implied as- 
sumption they make, the corporation 
income tax is here regarded as a non- 
shifted tax." 


The Goal of Eliminating Extra Taxation 
of Dividend Income 


One of the goals is to reduce, perhaps 
eventually to eliminate, the extra tax- 
ation of dividend income represented by 
the combination of the corporation in- 
come tax and the individual income tax. 
The taxation is “ extra” in comparison 
with that visited by the income tax upon 
salary income or income from unincor- 
porated enterprises, or from other in- 


10 Wall Street Journal, July 26, 1954, p. 9. Special 
provisions for dividends from regulated investment 
companies, etc., are not examined in the present 
analysis. 


11 The contrary assumption may well be justified 
as to some part of the tax; but a corresponding ex- 
tension of the present analysis would add consider- 
ably to the length of this paper. The problem of 
“double taxation” under a shifted income tax is 
more complicated than it may appear on the surface. 
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vestment sources. For convenience, the 
total income tax on distributed corpo- 
rate profits (corporation tax and in- 
dividual tax) will be lumped under the 
term, “dividend tax”; and it will be 
compared with “ salary tax.” 

Assuming all profits are distributed. 
To begin with, it is assumed that all the 
corporation’s profits after payment of 
the corporation income tax are distrib- 
uted tocommon stockholders (preferred 
stock is dealt with later). Under the 
federal income tax law on 1953 incomes, 
how much extra taxation occurred? 

With no exclusion or credit, the rate 
of extra taxation (excess of rate of 
dividend tax over rate of salary tax) is 
given by this formula: subtract from 
the corporation tax rate the product of 
the corporation rate and the individual’s 
marginal tax rate.’* Evidently, then, 
the smaller the individual’s marginal 
rate, the less will be the subtracted item, 
and hence the larger will be the rate of 
extra taxation. That is, the rate of extra 
taxation was greater, under the law prior 
to 1954, the smaller the taxpayer’s in- 
come.’* (These computations are for 
the case where all corporate profits are 
paid out in dividends. Where some 
profits were retained, the lower-income 
taxpayer was worse off, relative to his 
high-income fellow investor.) 

Since it was the low-income stock- 
holder that paid the highest rate of extra 
taxation, we might expect to find that 
any relief measure would reduce the tax 
of the low-income stockholder by a 
greater percentage than it would reduce 
the tax of the high-income stockholder. 


12 See Note 1, appendix. If ¢ is the corporation 
income tax rate, and m the marginal individual rate, 
the formula is: the rate of extra taxation is c(1-m). 


13 A search of the Hearings before the Ways and 
Means Committee and the Finance Committee does not 
uncover any explicit, or even implicit, recognition of 
this fact. 
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This is indeed the case, under the ex- 
clusion and credit."* But is the amount 
of the reduction consonant with the 
prior discrimination against the low- 
income shareholder? Or does it more 
than match that discrimination, or does 
it fall short of being proportional to it? 

For example, compare two stockhold- 
ers, one in a 20 per cent marginal bracket 
(Taxpayer A), the other in a 40 per 
cent marginal bracket (Taxpayer B), 
with respect to $100 of corporation pre- 
tax income. The corporation pays $52 
in tax and distributes $48 in dividends, 
on which, under the pre-1954 law, A 
pays $9.60 individual tax, and B, $19.20. 
The combined tax for A is $61.60; for 
B, $71.20. On a simple salary income 
of $100, A would have paid $20, and B, 
$40. The extra tax on the low-income 
stockholder, A, is $41.60; on B it is 
$31.20; that is, the rates of extra tax- 
ation are 41.6 per cent and 31.2 percent, 
respectively, of the pre-tax income of 
$100."° 

We now ask, how great is the newly 
enacted reduction in the rate of extra 
taxation, expressed as a percentage of 
the rate of extra taxation as it stood be- 
fore the 1954 law? If, to continue our 
former example, the extra tax on Tax- 
payer A was 41.6 per cent of the cor- 
porate income in question, while on 
Taxpayer B it came to 31.2 per cent, did 
the 1954 law reduce this percentage by 
a greater proportion for A than for B, 


14 This point, on the other hand, was emphasized; 
U. §S. Senate, Hearings before the Committee on 
Finance on H. R. 8300, The Internal Revenue Code 
of 1954 (Part 1), 83rd Cong., 2nd Sess., pp. 101-102. 


15 1f the extra tax is expressed as a percentage of 
the disposable income as computed before subtracting 
the extra tax, the extra tax is just 52 per cent for 
both A and B; but, while this manner of percentage 
reckoning may be useful for some special analyses, it 
seems in general more illuminating to express the extra 
tax as a percentage of the pre-tax income. See the 
sixth paragraph following. 
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thus tending to remove part of the 
“extra extra” taxation of the low-in- 
come stockholder? Or did it, while re- 
ducing extra taxation for both, at the 
same time widen the disparity between 
the two taxpayers? 

If we neglect for the moment the $50 
exclusion, we find that the reduction in 
the rate of extra taxation by the dividend 
credit is the same for all taxpayers, re- 
gardless of the size of their income (if 
it is above the taxable level). The rate 
of extra taxation drops by 1.92 percent- 
age points for everyone (48 per cent of 
4 per cent). Hence the reduction is a 
smaller proportion of the higher original 
rates of extra taxation; and the higher 
original rates, as we have seen, attached 
to the lower-income stockholders. The 


disparity between the low-income and 
high-income stockholders is widened, 
not narrowed, by the credit provision of 
1954. To continue the example above: 


low-income Taxpayer A’s rate of extra 
taxation is reduced from 41.6 per cent 
to 39.68 per cent, a reduction of 4.6 
per cent; that of high-income Taxpayer 
B is reduced from 31.2 per cent to 29.28 
per cent, a reduction of 6.2 per cent.'® 

Thus, although the dividend credit 
provision of the 1954 Code reduces the 
rate of extra taxation for both high- 
income and low-income stockholders 
(save those who pay no individual tax at 
all), the rate of extra taxation on the 
low-income stockholder is a greater 
multiple than ever of that on the high- 
income stockholder. 

Indeed, for taxpayers in the very high- 
est income brackets, where the rate of 
extra taxation was very low to begin 


16 See Note 2, appendix. The ratio of the rate 
reduction to the original rate (of extra taxation) is 
given by the formula: 

h—ch 


, where & is the dividend credit 
c¢-ocm 
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with, this fixed amount of extra-rate 
reduction in the 1954 dividend credit 
brings such taxpayers close to the point 
of zero extra taxation. 

Consider, for instance, an individual 
in the marginal rate bracket of 80 per 
cent. Under the 1953 law, his rate of 
extra taxation was only .52 — (.52 *.8) 
= .106, that is, a little over 10 per cent 
of the original corporate profits before 
all tax. By the 1954 Code, this 10.6 
per cent is reduced to 8.68 per cent. If 
the taxpayer is in the 91 per cent 
bracket, his original rate of extra tax- 
ation, 4.68 per cent, is reduced to 2.76 
per cent. 

These low rates of extra taxation in 
the high brackets, and the large propor- 
tionate reduction in them by the credit, 
reflect of course the very heights of the 
individual rates themselves; if the rate 
approaches 100 per cent, there is slight 
room for extra taxation. This aspect 
of the percentages given above must be 
kept in mind. But it does not affect at 
all the basic point emerging from these 
computations, namely, that the dividend 
credit does nothing to relieve one aspect 
of the discrimination against distributed 
corporate income, that is, the increase in 
discrimination as one goes down the in- 
come scale. On the contrary, it oper- 
ates in the reverse direction, so far as 
proportions are concerned. 

The credit, we have seen, gives a fixed 
reduction; the rate of extra taxation was 
already low, at high-income levels. Is 
there, then, a point at which the fixed 
reduction even goes beyond the original 
extra taxation, thus turning extra tax- 
ation into deficient taxation? To gen- 
eralize, we seek a formula that gives us 
a break-even point where the reduction 
in the rate of extra taxation, resulting 
from the dividend credit, just equals the 
original rate of extra taxation. We 
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find that formula to be as follows: the 
reduction in the rate of extra taxation 
just wipes out the original extra taxation 
when the marginal tax rate applicable 
to the individual equals this fraction: 
100 per cent plus the dividend credit 
rate, minus the ratio of the credit rate 
to the corporate rate. When the in- 
dividual marginal tax rate is more than 
this, there is deficient taxation instead 
of extra taxation of corporate distrib- 
uted income.’? 

Under the present corporate rate and 
credit rate, the break-even point occurs 
when the individual marginal rate is 
96.3 per cent. Since the individual in- 
come tax does not go so high, the present 
credit system cannot give rise to deficient 
taxation. 

If the corporate tax rate is lowered to 
47 per cent next year, while the rest of 
the income tax system remains un- 
changed, deficient taxation will appear 
at the marginal rate of 95.5 per cent— 
still well above the highest individual 
rate (of course, we must remind our- 
selves that all these calculations set aside 
for the time being the problem of un- 
distributed profits). But if the credit 
is set at 15 per cent, as originally voted 
by the Ways and Means Committee," 
the break-even individual bracket rate 
becomes 86.2 per cent as of today, and 
under a 47 per cent corporate rate, 83.1 
per cent. 

Up to this point the $50 exclusion has 
been omitted from the analysis. What 
would be the comparative effects in the 
extreme case where the taxpayer’s total 
dividend income was exactly $50? The 
pre-tax corporate profit in question 
would then be $104.17, taxable at 52 
per cent. The combined tax rate on 


1T See Note 3, Appendix. 


18 Wall Street Journal, January 15, 
February 11, 1954. 
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this corporate profit would then simply 
be §2 per cent. For the investor in the 
20 per cent marginal bracket, this would 
represent a decrease in his rate of extra 
taxation from 41.6 per cent (in the ex- 
ample cited earlier) to 32 per cent. For 
the investor in the 40 per cent bracket 
it would represent a decrease from 31.2 
per cent to 12 per cent. For the tax- 
payer in the §2 per cent bracket it would 
represent a precise elimination of the 
extra tax. For the taxpayer in any 
higher bracket the exclusion would give 
rise to deficient taxation in this extreme 
instance when his total dividend income 
was only $50. As with the credit, the 
exclusion reduces the extra tax of every- 
one, but in this extreme case of only $50 
dividend income for each taxpayer, it 
surpasses the credit in giving more than 
proportionate relief to the high-income 
individual. Toward the other extreme, 
where we may suppose the high-income 


taxpayer to have many more times the 
amount of dividends than his low-in- 
come colleague, the reduction of extra 
taxation for the well-to-do taxpayer is 


negligible. If the 40 per cent man re- 
ceives $5,000 in dividends, his rate of 
extra taxation, 31.2 per cent, is reduced 
to 30.8 per cent. Given the distribution 
of dividend income that does exist, the 
$50 exclusion in general clearly gives to 
the low-income taxpayer greater relief, 
in proportion to his original extra tax, 
than it does to the higher-income tax- 
payer. But, for all but some very small 
dividend recipients, the amount involved 
is insignificant, compared with the 4 per 
cent credit. 


Assuming no profits are distributed. 
If, instead of the extreme assumption 
that all profits have been distributed (as 
above), we assume that none are dis- 
tributed, there is no analysis to make, 
with respect to the Revenue Code of 
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1954, for the Code ignores the problem, 
except indeed by making retention easier 
under the old Section 102 situation. In 
this case, there is still heavy extra taxa- 
tion of the low-income stockholder and 
substantial undertaxation of the stock- 
holder subject to marginal rates above 
§2 per cent. Even to the extent that 
retained earnings are reflected in capital 
gains that are realized, and taxed with- 
out significant delay, the discrimination 
persists, in view of the 50 per cent ex- 
clusion and the ceiling rate on capital 
gains taxation. Undertaxation then 
exists for stockholders subject to mar- 
ginal rates above 64 per cent. 

Assuming part of the profits are dis- 
tributed. If the corporation retains only 
part of its profits after tax, the inter- 
mediate results follow from the analysis 
above, being a combination of the results 
of the extreme cases. In general, in these 
intermediate cases, we may say that (1) 
prior to 1954, low- and middle-bracket 
taxpayers were subject to considerable 
extra taxation, which has been reduced 
slightly by the 1954 Act, the reduction 
being greater (as a percentage of the 
original extra taxation) for the middle- 
bracket individuals than for those below 
them; (2) for the upper-bracket tax- 
payers there existed deficient taxation 
(compared with the tax on the same 
amount of salary income), and the de- 
ficiency has been slightly increased by 
the 1954 Act. 

To summarize the tax equity effects 
of the 1954 provisions, it is impossible 
to make a generalization that is applic- 
able to all levels of taxpayers. Those 
who were heavily extra taxed have been 
given a slight percentage reduction; 
those who were paying less on corporate 
income than on salary income are now 
allowed to pay still less. In any case, the 
amounts of change are so small that in 
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most cases they make no notable differ- 
ence in the pattern of tax distribution, 
from the viewpoint of tax equity. 


The Goal of Stimulating Investment 


Will the 1954 measures significantly 
stimulate investment? The answer has 
already been given in large part; a credit 
of only 4 per cent and an exclusion of 
only $50 are not likely to influence the 
sum total of investment appreciably. 
There remain, however, two questions 
that may be studied briefly. First, as- 
suming that the revenue loss could not 
be made larger than it was under the 
1954 Act, would a different distribution 
of the loss between credit and exclusion 
have altered appreciably the effect, how- 
ever small, on investment? Secondly 
(the same question in different form), 
if in the future a still greater revenue 
loss is to be accepted, is it the credit or 
the exclusion that will do the most for 
investment? 

Here, of course, we deal largely in 
conjecture, but not entirely. The chair- 
man of the Special Tax Policy Commit- 
tee of the Edison Electric Institute 
argued for an exclusion rather than a 
credit, on the grounds that given the 
limited nature of the total reduction, 
the high marginal rates of the upper- 
bracket taxpayers would not be reduced 
enough to interest them in equity in- 
vestment.’” Still it may be doubted 
that much stimulus would have been 
felt even if all the relief had been cast 
in terms of a simple exclusion. Such 
an exclusion would have no marginal 
effect for any taxpayer whose dividend 
income already exceeded the exclusion. 
Substantial stimulation of investment, 
if it can be done at all through reduction 


19 U, §. House of Rep., Hearings before the Com- 
mittee on Ways and Means, General Revenue Revisions 
(Part 1), 83rd Cong., Ist Sess., pp. 515-516, 528. 
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of the extra taxation of corporate in- 
come, must await action on a much 
larger scale. 

This brings us to the question, can 
the present beginnings be extended? In 
particular, can the credit be raised far 
above 4 per cent without encountering 
obstacles that will prove insurmount- 
able? We turn then to consider what 
limitations there are on extension of 
the 1954 credit method of dividend tax 
reduction. 


OBSTACLES TO EXTENSION OF THE 
1954 Crepir METHOD 


The obstacles in question are not ad- 
ministrative. They have to do, instead, 
with what the Congress will accept as 
being a reasonably fair distribution of 
the tax burden. Five obstacles are con- 
sidered here; there may well be others. 


Tax Deficiency at High-Income Levels 


Even when all corporate profits are 
distributed, stockholders at high-bracket 
levels will bear less burden on their cor- 
porate profit income than on other in- 
come, if the credit plan is extended very 
far, especially if, at the same time, the 
corporation rate is put down while the 
top bracket rates of the individual in- 
come tax remain substantially un- 
changed. This obstacle could be over- 
come, of course, by a substantial lower- 
ing of the top bracket rates. Many, 
including the present writer, would find 
this in accord with their ideas of tax 
justice, provided that state and local 
bond interest were taxed in full (at least 
on all future issues) and that capital 
gains and losses accrued at death or at 
time of gift were taken into account for 
the income tax, and also provided that 
the maximum rate and the percentage 
of inclusion with respect to capital gains 
were higher than at present. Others 
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may have a somewhat different evalu- 
ation of the relative importance of exist- 
ing loopholes. In any case, there seems 
to be no disposition on the part of Con- 
gress or the Treasury to initiate this kind 
of program (lower top bracket rates, 
fewer loopholes), hence in practice the 
obstacle noted above must be considered 
a real one. 


Extra Taxation at Low-Income Levels 


For taxpayers with a total income so 
small that none of their share of cor- 
porate post-tax profits, considered as 
marginal income, would bring their in- 
come above the exemption level, the 
present type of credit device alone can 
never reduce the extra taxation, which 
in this case is at the rate of 52 per cent. 

For those only part of whose divi- 
dends fall in the taxable area, the credit 
device can lessen, but not eliminate, the 
extra taxation. 

Finally, for taxpayers all of whose 
dividend income is taxable at the 20 
per cent rate, the extra taxation could 
be eliminated only if the dividend credit 
were set at 86.7 per cent instead of 4 
per cent (given a corporate rate of 52 
per cent). Evidently no advocate of 
the pure credit plan has so high a credit 
in mind. Under a credit of this size, 
deficient taxation makes its appearance, 
of course, as soon as the individual 
bracket rate exceeds 20 per cent.” 


The fact that the 1954 credit device 
can never solve the problem entirely 
for low-income stockholders (and not 
at all, for some), is to be described per- 
haps not so much as an obstacle to an 
increase in the credit as a reason for lack 
of enthusiasm for such a proposal. 
However described, it seems important. 


20 See Note 3, appendix. 


DIVIDEND CREDIT 


143 


Bonus to Holders of Outstanding Pre- 
ferred Stock and Guaranteed Stock 


Present holders of outstanding pre- 
ferred stock and guaranteed-dividend 
common stock (for instance, the stock 
of leased-line railroads) have in general 
bought their shares with no expectation 
that they would have the stated dividend 
enhanced by a tax credit or an exclusion. 
The credit tends to increase the value of 
such stocks in the market. For ex- 
ample, an investor in the 40 per cent 
marginal bracket who was just willing 
to pay $150 for a $6 preferred stock 
was getting a return of 2.4 per cent 
after tax. With the 4 per cent credit, 
he pays 24 cents less tax, and thus re- 
tains $3.84 of the dividend. This is an 
increase of 624 per cent in his after- 
tax income, and he would be willing to 
pay $160 for the share (6% per cent 
more than before). What will actually 
happen in the market depends, of 
course, on the pattern in which mar- 
ginal buying of such shares is distributed 
among purchasers of varying income 
tax status,”! 

A 4 per cent credit is perhaps not big 
enough to give cause for concern; ™ 
moreover, a large part of the market for 
such stocks is made by others than in- 

21 This conclusion differs from that reached by 
Professor Walter in his “ The Influence of Tax Re- 


visions on Stock Prices,” National Tax Journal, Sep- 
tember, 1954; but should not equation (4), p. 255, 


, a term, 


, D 
include, immediately following the term ~ 


D 


-—?T—? 
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We therefore cannot conclude that “In the 


case of tax credits on dividends, it appears that 
stock values will be raised above what they otherwise 
would have been by a percentage approximately equal 
to the allowable offset of dividends against the final 
tax bill,” ibid., p. 260. 


22 Ic appeared to cause no concern in Washington, 
for the Hearings contain no mention of the preferred 
stock or guaranteed stock problem. 
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dividuals. Nevertheless, a really large 
credit, like 25 per cent of dividends re- 
ceived, would scarcely be acceptable, it 
would seem, unless some provision were 
made for denying it to holders of out- 
standing preferred stock and guaran- 
teed stock. But one may say no one is 
thinking in terms of a 25 per cent credit. 
The appropriate reply is, then why ven- 
ture on this road at all? 

Preferred and guaranteed stock issued 
after the reform might be granted the 
credit on the ground that, in their nego- 
tiations for issuing such stock, the com- 
mon stockholders (as represented by the 
board of directors) can obtain a higher 
price for those stocks than they would 
be able to in the absence of the credit, 
and can thus recoup indirectly the extra 
tax on that part of the net income allo- 
cated to service such stocks, (In pass- 
ing, we may recall the deduction from 
part of the corporation income tax that 
is allowed with respect to dividends paid 
by public utility companies on preferred 
shares issued before 1942.) 

In summary, this obstacle is not in- 
surmountable, but it needs attention. 


Windfall Gains from Common Stocks 
Owing to Tax Capitalization 

Does the problem posed above with 
respect to preferred stocks exist also for 
common stocks? Have present owners 
of common stock, by and large, pur- 
chased their holdings, either from former 
holders, or from issuing corporations, 
with no expectation whatsoever of 
diminution in extra taxation? This is 
surely one of the most difficult factual 
questions ever posed in contemporary 
public finance. But if the answer were 
strongly in the affirmative, the case for 
reducing extra taxation on already out- 
standing issues of common stock would 
be weak, from the viewpoint of tax 
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equity. Those whom the extra taxation 
had truly harmed—the former holders 
of common stock and those who were 
deterred from buying new issues—can 
no longer be identified and recompensed 
for the tax injustice. 

This point does not, of course, weigh 
against reducing the extra taxation with 
respect to new stock issues if there are 
any practicable means of making such 
a distinction. And I am inclined to 
think that the era of high tax rates and 
high extra taxation has not yet lasted 
so long that more bonus would be given 
than injustice remedied by granting the 
privilege to outstanding issues. Here 
we are on highly subjective grounds. In 
any case, the problem would be miti- 
gated if approximately full taxation of 
capital gains could be achieved before 
a truly substantial credit was put into 
effect. 

This particular obstacle is a serious 
one. It may be serious enough to war- 
rant an attempt to restrict new meas- 
ures to new issues of stock. 


Undistributed Profits 


Finally, it is difficult to see how a 
substantial measure of tax relief on dis- 
tributed profits can be acceptable to the 
community at large as long as undis- 
tributed profits provide the sanctuary 
they do to investors of great wealth. 
Is Congress to say that high-income in- 
vestors shall be relieved of extra taxation 
on distributed profits, while being 
granted continued occupancy of the 
tax haven represented by the triple com- 
bination of a corporate tax rate below 
the individual marginal rate, a capital 
gains tax rate lower still, and complete 
exemption of capital gains if the se- 
curity is held until death? 

This probably is the greatest obstacle 
of all to an extension of the 1954 
system. 
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Wuy Not THE BritisH METHOD? 


The British method, with respect to 
their standard rate of tax, has three 
features; the dividend is grossed up for 
inclusion in the individual income tax 
return (thus $100 of dividends received 
would appear here as $208.33 in the tax- 
payer’s return), a refund is given to the 
individual whose dividend credit ex- 
ceeds the tentative tax payable on his 
income; and the corporation rate is the 
same as the individual standard rate. 

In terms of the obstacles discussed 
above, and with regard to distributed 
income only, a shift to the British 
method eliminates deficient taxation at 
high-income levels, and extra taxation, 
but does not solve the problems of 
windfall gains or undistributed profits. 
Moreover, unless the corporate tax rate 
were moved down much closer to the 
lower-bracket individual rates, the 


number and size of refunds might 


prove awkward. And to explain the 
rationale of the grossing up to Congress 
and the public would take some time 
and skill. 

The most serious defect of the British 
method is that it falls far short of solv- 
ing the problem of undistributed profits. 
To be sure, the British method is equiva- 
lent to a flat-rate tax on undistributed 
profits that allows something like an in- 
definite carryback of dividends paid in 
excess of current year’s profits. But no 
tax on undistributed profits levied on 
the corporation can do more than the 
roughest kind of justice (unless it is a 
true forcing-out tax, as described be- 
low). The essence of the problem of 
undistributed profits is that such profits 
give rise to tax benefits to wealthy stock- 
holders and to tax penalties on low-in- 
come stockholders. An undistributed 
profits tax collected from the corpora- 
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tion (whether at flat or progressive 
rates) strikes all these stockholders pro- 
portionately. 


Wuy Nort a Lower Corporate 
Tax Rate? 


A good deal of the extra taxation, 
especially at the lower income levels, 
could be removed simply by lowering 
the corporate rate substantially. But 
this action, like adoption of the credit 
device, is open to the windfall objection 
(capitalized tax); and it makes more 
urgent than ever some method of reach- 
ing undistributed profits accruing to 
high-income stockholders. 

For those who believe that some part 
of the corporate tax may be shifted but 
are not very sure about it, reduction of 
the corporate rate has this advantage 
over the credit, that it offers more direct 
inducement to corporate management— 
or creates a more direct pressure on them 
—for lowering product prices (or in- 
creasing wages, etc.). 


THe PrositemM or UNDISTRIBUTED 
PROFITS 


Let us recall that extra taxation of 
corporate profits exists for all taxpayers 
as to distributed profits but exists only 
for low-income and moderate-income 
taxpayers as to undistributed profits 
(given a corporate rate of 52 per cent). 
For high-income taxpayers there exists 
deficient taxation, on undistributed 
profits. It seems unlikely that any de- 
vice to remove substantially all extra 
taxation will be acceptable to Congress 
as long as nothing is done to bridge the 
gap of deficient taxation. And it is 
difficult to sce how this undistributed 
profits problem can be solved without 
a reform of the present treatment of 
capital gains and losses. 

The partnership method is unaccept- 
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able in the case of companies where the 
accumulated claims of creditors and pre- 
ferred stockholders are so great that 
large current earnings per share of com- 
mon stock really mean little or nothing 
to common stockholders, since these 
earnings must go to whittle down prior 
claims that, even so, remain as a seem- 
ingly perpetual barrier to resumption of 
dividends (corporations can get into 
this kind of a position and stay there 
much longer than partnerships and pro- 
prietorships). In general, the problem 
of placing a precise, fair market value 
on current undistributed earnings is in 
many Cases quite serious. 

An undistributed profits tax heavy 
enough to force out cash or other as- 
sets to the full extent of current earn- 
ings probably runs too contrary to 
firmly established ideas of rights of man- 
agement; and it may create very diffi- 
cult working capital problems, as with 
inventory profits, for instance. A tax 
designed to force out, instead, taxable 
tickets rather than assets (taxable stock 
dividends) is no improvement over the 
partnership method for companies whose 
shares have no market. 

Undistributed profits tend to increase 
the market value of the shares. The 
correspondence is not necessarily, indeed 
not usually, 1 to 1. But if capital gains 
could be brought fully to account, we 
could be sure of reaching the accretion 
to economic power presented by the re- 
tention of profits, even though the pre- 
cise role played by such retention in 
creating the capital gain was never 
determined. All the forces making for 
the capital gain or the capital loss, in- 
cluding retention of earnings, would be 
taken account of in one lump. But 
how can we bring capital gains fully 
to account, and give full allowance for 
capital losses? A crude method, but 
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better in my opinion than any of the 
other plans above, is to bring them to 
account at death or upon gift inter 
vivos, with some sort of averaging or 
spreading device designed especially for 
and restricted to, these gains and losses. 
The more refined method would require 
the taxpayer to make a rough approxi- 
mation of the market value of his hold- 
ings every year, or perhaps only every 
two or three years, and pay tax (or get 
relief) currently on such tentative (un- 
realized) gains or losses. This method 
would put some taxpayers under a cash 
strain—but no more so, in many cases, 
than other taxes like the real estate tax. 
The objection that precise valuation is 
difficult before a sale is actually made is 
not very important, for the valuations 
would be only tentative, in the sense 
that the final valuation (on sale or trans- 
fer by gift or at death) would wash 
out the earlier errors. The valuation 
error would not be cumulative, as it is 
in the real estate tax. But this method 
too would require some form of averag- 
ing or spreading, to avoid lumping 
gains into abnormally high brackets or 
forcing losses to be taken in abnormally 
low brackets. Changes in tax rates over 
the years would impair the “ washing 
out” process. And because of its 
novelty, this method would have to be 
studied very carefully to be sure that it 
did not contain unworkable features of 
importance. 

The most satisfactory solution in 
principle is to adopt one of the last two 
methods combined with cumulative 
averaging of all income, as proposed by 
Professor William Vickrey; ** but here 
it becomes a question of weighing the 


23 Agenda for Progressive Taxation (New York: 
Ronald Press, 1947), Ch. 6. See also his proposal for 


a cumulative low-rate annual tax on undistributed 
profits, pp. 156 ff. 
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administrative and compliance problems 
of cumulative averaging against the im- 
perfections that would remain under 
partial averaging restricted to one or a 
few types of income. In any event, 
this seems not likely to be a solution 
that would be acceptable in the near 
future, however promising it may prove 
after it has been thoroughly studied and 
comprehended over a period of years. 


CONCLUSION 


It has been suggested that double tax- 
ation of corporate profits need not be a 
target for reform as long as “ double ” 
or multiple taxation persists in other 
fields (consumers are taxed on their in- 
come and on certain uses of their in- 
come). For the purposes of this paper, 
I may assume that these problems, too, 
will be attacked simultaneously. And if 
it is desired to favor earned income over 
other income, an earned income credit 
is a much better way than extra tax- 
ation of corporate profits. Thus these 
issues, though important to Congress in 
determining how to order the various 
steps in tax reform, need not be covered 
within the framework set for this paper. 

In conclusion, it seems impossible to 
solve the problem of “double tax- 
ation” (extra taxation) of corporate 
profits without solving at the same time 
the problems of undistributed profits 
and of capital gains and losses.* Con- 
sequently, the credit device and the ex- 
clusion device of the 1954 law are not 
likely to be strengthened greatly, except 
—and perhaps not even then—as parts 
of a fresh attack on a much broader 
tax front. 


24 Cf. the remarks on this point in the Report on 
Japanese Taxation by the Shoup Mission, GHQ, 
SCAP, Tokyo, 1949, pp. 105-113. 
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APPENDIX 


Note 1. Rate of extra taxation. Let the 
corporate tax, as a percentage of corporate 
income before all income tax, be ¢ (at 
present, 52 per cent). If all income is 
distributed, the individual tax applies only 
to the remainder of the corporate income, 
that is, to | —c of such income. If, for 
simplicity, we assume that all such divi- 
dend income received by the shareholder 
in question falls within the marginal 
bracket in which he finds himself, he 
pays tax at the rate of m(1—c) on that 
corporate income. The combined tax 
rate on that corporate income is thus 
c+m(l—c), or m+c-cm. The tax 
rate on salary income of the same amount 
(viewing it as an alternative to corporate- 
derived income) is simply m. The differ- 
ence between the two is thus ¢c—cm, or 
c(1—m); this is the extra taxation, as a 
percentage of the income before any tax. 


Note 2. Reduction in rate of extra taxa- 
tion. The cumulated tax rate of m+c 
—cm (see Note | above) is reduced, 
through the operation of the credit k, 
applied to that part of the corporate in- 
come that is paid in dividends after pay- 
ment of the corporate tax at the rate c. 
That part is 1 —c, and the rate of relief 
is therefore k(1 —c). 


Note 3. Precise elimination of extra taxa- 
tion by credit. The “ salary tax” rate is 
simply m. The rate of the dividend tax 
is: c+ m(1—c)—k(1—c). When these 
two are equal, that is, when extra 
taxation has been precisely eliminated, 
m=c+m(l—c) —k(1—c), and, 


we obtain c= - ee 
l+hkh—-m 


we obtain &-= e(1—m) 


solving for c, 


solving for k, 
-¢ 
k 


solving for m, we obtain m= 1 +k- 
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